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(9:30 a.m.) 

CHAIRMAN OMAS: Good morning and welcome 

back. Today we continue hearings to receive the 

testimony of the Postal Service witnesses in support 

of Docket No. R2006-1, Request for Rate and Fee 

Changes. 

Does anyone have any procedural matters to 

discuss this morning? 

(No response. 

CHAIRMAN OMAS: Two witnesses are scheduled 

to appear today. They are Witness Thress and Witness 

Bernstein. 

Mr. Koetting, would you identify your first 

witness so I can swear him in, please? 

MR. KOETTING: Thank you, Mr. Chairman. The 

Postal Service calls as its next witness Thomas 

Thress. 

CHAIRMAN OMAS: Mr. Thress, would you raise 

your right hand? 

Whereupon, 

THOMAS E. THRESS 

having been duly sworn, was called as a 

witness and was examined and testified as follows: 

CHAIRMAN OMAS: Please be seated. 

Heritage Reporting Corporation 
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THE WITNESS: Thank you. 

(The document referred to was 

marked €or identification as 
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Exhibit No. USPS-T-7.) 

DIRECT EXAMINATION 

BY MR. KOETTING: 

Q Mr. Thress, could you please state your full 

name and title for the record? 

A Thomas E. Thress, Vice President of RCF 

Economic & Financial Consulting 

Q Mr. Thress, before you are two copies of a 

document entitled Direct Testimony of Thomas E. Thress 

on behalf of the United States Postal Service, which 

has been designated as USPS-T-7. Are you familiar 

with that document? 

A Yes. 

Q Was it prepared by yc)u or under your 

supervision? 

A Yes. 

Q If you were to testify orally today, would 

your testimony be reflected in the contents of that 

do cum en t ? 

A Yes. 

Q Are there any Category I1 library references 

associated with that document? 

Heritage Reporting Corporation 
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A Yes. There are four library references, 

L-63, L - 6 4 ,  L - 6 5  and L-66. 

Q And is it your intent to sponsor those 

library references? 

A Yes. 

MR. KOETTING: Mr. Chairman, with that the 

Postal Service would request that the direct testimony 

of Thomas E. Thress on behalf of the United States 

Postal Service, USPS-T-7, be admitted into evidence, 

along with the associated library references. 

CHAIRMAN OMAS: Is there an objection? 

(No response. ) 

CHAIRMAN OMAS: Hearing none, I will direct 

counsel to provide the reporter with two copies of the 

corrected direct testimony of Thomas E. Thress. 

That testimony is received into evidence. 

However, as is our practice, it will not be 

transcribed. 

(The document referred to, 

previously identified as 

Exhj.bit No. USPS-T-7, was 

received in evidence.) 

CHAIRMAN OMAS: Mr. Thress, have you had an 

opportunity to examine and review the packet of 

designated written cross-examination presented to YOU 

Heritage Reporting Corporation 
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this morning? 

THE WITNESS: Yes. 

CHAIRMAN OMAS: If those questions contained 

in that packet were posed to you orally today, would 

your answers be the same as those previously provided 

in writing? 

THE WITNESS: Yes. 

CHAIRMAN OMAS: Are there any corrections or 

additions you would like to make to those answers? 

THE WITNESS: No. 

CHAIRMAN OMAS: Counsel, would you please 

provide two copies of the corrected designated written 

cross-examination of Witness Thress to the reporter? 

That material is received into evidence and 

is to be transcribed into the record. 

(The document referred to was 

marked for identification as 

Exhibit No. USPS-T-7 and was 

received in evidence.) 

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  
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BEFORE THE 
POSTAL RATE COMMISSION 

WASHINGTON. DC 20268-0001 

Postal Rate and Fee Changes, 2006 Docket No R2006- 1 

DESIGNATION OF WRITTEN CROSS-EXAMINATION 
OF UNITED STATES POSTAL SERVICE 

WITNESS THOMAS E THRESS 
(USPS-T-7) 

Party 

Advo. Inc. 

lnterroqatories -~ 

ABA-NAPM:USPS-T7- 1-2 
GCA/USPS-T7-1- 16 
NAA/USPS-T7-2-10 

American Bankers Association and ABA-NAPM/USPS-T7-1-2 
National Association of Presort 
Mailers 

Association for Postal Commerce NAA/USPS-T7-1-2 
PostCorn/USPS-T7-1-7. 9-10, 13-17 
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Postal Rate ICommission PRCIUSPS-POIR No.8 - (24-5 redirected lo T7 
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PartV lnterroqatories 

Valpak Direct Marketing Systems, VPIUSPS-T7-; -4 
Inc. and Valpak Dealers' 
Association knc. 

Respectfully submitted, 

- 
A L L . !  Ld 2- 
Steven W Williams 
Secretary 
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Advo. NAA 

Advo. NAA 
Advo. NAA 
Advo. NAA 
Advo, NAA 
NNA 
NNA 
Postcorn 
Postcorn 



1200 

Interroqatory 

PostCom/USPS-T7-3 
PostCom/U SPS-T7-4 
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PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PostCom 
PRC 
NAA. PRC 
Valpak 
Valpak 
PostCom, Valpak 
NAA. Valpak 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF ABA-NAPM 

ABA-NAPMAJSPS-T7-1. In Docket No. R2005-1, your estimate for the own price 
elasticity of demand for workshared FCLM was -0.329. In Docket No. R2006-1, 
with only four extra quarters of data added, your elasticity estimate for 
workshared FCLM is -0.130, or less than half as elastic. 

a. What factors in the economic environment would explain a change of this 
magnitude in so short a span of time? 

b. What factors in your model would explain a change of this magnitude in so 
short a span of time? 

RESPONSE: 

A:< a minor detail that has no bearing whatsoever on this answer, the demand 

equations in R2006-1 rely upon three additional quarters of data as compared 

with K2005-1. 

a. The numbers you cite in your interrogatory are estimates of the own-price 

elasticity of First-Class workshared letters, based on the econometric equations 

used in the R2005-1 and R2006-1 cases. The change in the estimated elasticity 

is noi due to a change in the economic environment cver the past three quarters, 

but due to a change in the econometric equation used to estimate the price 

elasticity. 

b. 

the estimation of the impact of the number of Broadband subscribers on the 

The key factor which explains the change in the estimated elasticity was 

volunie of First-class workshared letter mail. My Ri006-1 equation estimates 

that E3roadband had a larger negative impact on volume (more electronic 

diversion) than was estimated using the R2005-1 specification. With electronic 

diversion having a greater negative impact, the estimated negative impact from 

higher First-class workshared letter rates is reduced. The result is a much better 

econometric fit for the First-Class workshared letters demand equation (for 

example. the mean-squared error for my R2006-1 equation is 0.0001 19 as 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF ABA-NAPM 

compared to a mean-squared error of 0.000153 using the R2005-1 specification. 

as shown in Library Reference LR-L-65 at page 9), but, coincidentally, a smaller 

estimate of the own-price elasticity. 
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RESPONSE OF POSTAL SERVICE WiTNESS THRESS 
TO INTERROGATORIES OF ABA-NAPM 

ABA-NAPM/USPS-T7-2. In Table 10 of your testimony on page 51, you show 
the effect of the Internet and "electronic diversion" on the volume of First-class 
Mail. The effect on single piece mail is notable starting in 1990 and more 
pronounced after 1995. whereas a significant effect on workshared mail appears 
only after 2002. With fewer than 0.02 billion pieces of workshared mail "diverted" 
in 2001, 1 .I billion "diverted" in 2004, and 1.3 billion "diverted" in 2005. please 
explain fully why you see workshared mail as becoming increasingly inelastic 
between the R20Q5-1 and R2006-1 rate cases 

RESPONSE: 

I do not believe that First-class workshared mail has become increasingly 

inelastic between the R2005-1 and R2006-1 rate cases. Rather, my estimate of 

the own-price elasticity of First-class workshared letters has changed for the 

reasons discussed in my response to ABNUSPS-T7-1. Please see also my 

response to GCA/USPS-T7-8(e) for some discussicn of the expected relationship 

between increasing electronic diversion and the price elasticity of First-class 

Mail 



1204 

RESPONSE OF POSTAL SERVICE WTNESS THRESS 
TO INTERROGATORIES OF GCA 

GCA/USPS-T7-1. 

Please refer to Table 13 in your testimony. R2006-7, USPS-T-7, page 63, and to 
the corresponding Table 7 from your testimony in R2005-1, USPS-T-7. page 60. 
In R2905-1, your coefficient for the impact of the Internet on FCLM single piece 
volume has a negative value, -0.491, indicating that the Internet has a negabve 
effect on the volume of single-piece mail. 

a. Please confirm that for R2006-1, the estimated coefficient for your internet 
variable (CS-ISP) by itself. CO, is positive and equals 0 753 If you cannot 
confirm, please provide the correct value or explain. 

b. If confirmed, state whether you agree that your Internet variable CO in 
R2006-1 indicates that the Internet has had a positive effect on the volume of 
First Class single-piece mail. To the extent you disagree, provide the basis of 
your position in full. State whether a determination that the Internet has had a 
pc~sitive effect on the volume of single-piece mail is at odds with your prior 
work and USPS witness Bernstein's testimony in this case To the extent you 
disagree, provide the basis of your position in full. 

RESPONSE: 

a. Confirmed 

b. I do not agree that the Internet has had a positive effect on the volume of 

First-Class single-piece mail As presented in Table 13 of my testimony on page 

63, the coefficient on the Internet variable. CS-ISP, at any time t. is equal to the 

following: 

CO + C,.Trend + CyTrendzcczo4 

The Trend variable here has a value equal to one beginning in 1971Q1, 

increasing by one each quarter thereafter The first quarter in which the Internet 

variable, CS-ISP, has a value greater than zero is '1988Q2. The value for Trend 

in 1988Q2 is 70. Plugging this into the above formula, then, the coefficient on 

the Internet variable, CS-ISP, in 1988Q2, is equal to 

Co + Cj.70 + C2-0 = 0.753 - 0.01 1.70 = -0.023 
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TO INTERROGATORIES OF GCA 

Because both C, and C2 have negative coefficients. the aggregate coefficient 

on CS-ISP becomes more strongly negative over time For example. the 

coefflcient on CS-ISP in 2005Q4 is equal to 

Co + C1.140 + C2.13 = -0 905 

Hence, the Internet variable, CS-ISP. used in my work here never has a 

positive coefficient 
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RESPONSE OF POSTAL SERVICE NITNESS THRESS 
TO INTERROGATORIES OF GCA 

GCA/USPS-T7-2. 

Please refer to your testimony, R2006-1, USPS-T-7. page 63 

a. Please confirm that the estimated coefficient for the average workshanng 
discount is -0.096 in the FCLM single piece demand equation. 

b. Please confirm that this coefficient when estimated in the workshared 
equation is a positive number. 

c Please confirm that you impose the negative sign of this coefficient in the 
single piece equation, and that the negative value is not, instead, the result of 
econometric estimation 

d Please confirm, by doing the estimation that including the average 
workshare discount directly into the single-piece equation leads to a positive 
econometnc estimate for the coefficient of this variable If you do not confirm. 
please provide your results, methodology and all of the data and tests you 
used to answer the question 

e If your answer to (d) is "Confirmed." is not your imposition of a negative 
sign on this coefficient in the single piece equation an econometric mis- 
specification of that equation? If your answer is anything other than an 
unequivocal "Yes," please explain fully why you have not mis-specified that 
equation 

RESPONSE: 

a C'mfirmed. 

b. C'mfirmed. 

c. Not entirely confirmed. The coefficient estimate in the First-class single- 

piece letters equation is econometrically estimated subject to a stochastic 

restriction from the First-class workshared letters equation 

d. Confirmed 

e My imposition of a negative sign on this coefficient is not an econometric mis- 

specificiation. As explained in detail in my testimony at pages 53 - 56, thP theory 

underlying the inclusion of the First-class worksharing discount in the First-class 

letters equations clearly indicates that "the total volume leaving First-class 

single-piece mail due solely to changes in worksharing discounts should be 
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TO INTERROGATORIES OF GCA 

exactly equal to the volume entering First-class workshared mail." (p. 53, I!. 11- 

13) 

Knowing this underlying economic theory as well as knowing that the 

econometrically estimated coefficient of this variable from the First-class 

workshared letters equation is -0.098 with a variance of 0.0000980, it would be 

incorrect not to include this information when estimating the appropriate 

coefficient on the worksharing discount in the First-class single-piece letters 

equation 
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TO INTERROGATORIES OF GCA 

GCAIUSPS-T7-3. 

a Please confirm that the correlation between your ISP variable and your 
time trend variable is 0 9407 If you do not confirm. please provide the 
estimate. 

b Please confirm that your use of the ISP variable is essentially little more 
than a time trend variable If you cannot confirm. please explain and provide 
the basis for your conclusion in full 

c Please confirm that your new ISP variable is essentially nothing more than 
an estimated proxy for the number of users of Internet services. I e 
consumption expenditures on the Internet divided by the price index for ISP I f  
you cannot confirm, please explain and provide the basis for your conclusion 
in full 

d Please confirm that your demand equation for single piece mail does 
include the price of single piece mail. but does not include the prices of any 
competing substitutes (other than the worksharing discount you impose) If 
you cannot confirm, please explain and provide the basis for your conclusion 
in full 

e Please confirm that your ISP variable in R2006-1 is an entirely new 
variable from your ISP variables in R2001-1 and R2005-1 but still does not 
represent the unit price of that competing substitute If you cannot confirm 
please explain and provide the basis for your conclusion in full 

RES PONS E: 

a. Not confirmed. The correlation between consumption expenditures on 

Internet Service Providers (CS-!SP) and a linear time !rend (TREND) cver the 

sample period across which the First-class single-piece letters demand equation 

is estimated (1983Q1 - 2005Q4) is 0.8796 

b. Not confirmed. The value of CS-ISP is equal to zero through 1988Q1 Over 

this time period, which includes the first five years of the sample period over 

which the First-class single-piece letters equation is estimated, then, CS-ISP 

and TREND are perfectly uncorrelated. Even since 1988Q2, the growth pattern 

of CS-ISP differs in meaningful ways from a simple linear time trend (or any 

other simple time trend) in ways that are far more revealing about the factors 
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which have driven the negative trend in First-class single-piece letters volume 

over this time period than would be the simple inclusion of a generic time trend 

As shown in Table 11 on page 52 of my testimony. the Internet variable in the 

First-class single-piece letters equation explains a cumulative loss of 33 7 billion 

First-class single-piece letters over the sample period used to estimate this 

demand equation. Even if a simple time trend were to arrive at a Similar 

cumulative estimate, it would, by its nature. assume that these 33 7 billion pieces 

were distributed uniformly across the full sample period, I e , that First-class 

single-piece letters volume was reduced by 1 4 - 1 5 billion pieces per year for 

each of the 23 years of the sample period 

On the other hand, as shown in Table 10 on page 51 of my testimony. the 

Internet variable reveals that none of this diversion occurred prior to 1988, with 

annual diversion growing gradually from just over 400 million pieces in 1988 to 

more than 2 billion pieces in 1995. and that the level of electronic diversion grew 

further over the three most recent years, 2003 - 2005, to an annl.ial level In 

excess of 2.8 - 2.9 billion pieces of mail diverted per year, a figure nearly twice 

as great as the average annual diversion over the fill1 sample period 

c confirmed that the ISP variable inclucied in my First-class sifigle-piece letteis 

demand equation is a proxy for the number of users of Internet services. i e. 

consumption expenditures on the Internet divided by the price index for ISP 

d N'ot entirely confirmed. To the extent that one of !he factors which led to an 

increasing use of the Internet and other electronic alternatives to mail has been 

declining prices associated with such alternatives to mail. the ISP variable 

included in the First-class single-piece letters equation will incorporate the price 

of these electronic alternatives. 

e. Somewhat confirmed, The "ISP variable" that serves as the basis for my 

econometric estimate of the impact of the internet and other types of electronic 
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diversion on First-class single-piece letters volume IS the same vanable as I 

used in the two previous cases, consumption expenditures on Internet Service 

Providers I have, however modified the precise specification of this vanable 

within the First-class single-piece letters equation in this case as part of my 

continual effort to improve this equation 

It is important to understand, also, that the Internet variable here serves as a 

proxy for all of the myriad ways in which mail may be diverted by the Internet as 

well as by other electronic alternatives As such, it would not be possible to 

identify a single "unit price" associated with such alternatives 
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GCA/U SPS-T7-4 

Please refer to your testimony R2006-1, USPS-T-7. page 46, where you state 
starting at line 17 "E-mail has emerged as a potent substitute for personal 
letters bills can be paid online, and some consumers are beginning to receive 
bills and statements through the Internet rather than through the mail * 

a Please confirm that the normal specifcation of a demand equation in the 
presence of competing substitutes includes the prices of the substitutes as 
well as the price of the good in question 

b When you refer to "alternatives" to First Class single piece mail, to 
"electronic diversion" or "electronic substitution", or to "losses" of single piece 
mail, please confirm that you are referring to the existence of competing 
substitutes for single piece mail in one or more markets 

c Please confirm that if the price of a strongly competing substitute is not 
cc~ntrolled for in the demand equation for a good, the coefficient representing 
the impact of the price on the demand equation will be mis-specified and the 
impact of the price of the good on demand for the good will be biased 

d Please confirm that i f  time series data were available on price per unit for 
electronic media substitutes and Internet substitutes for mail these time 
series would be appropriate variables along with single piece mail price to 
include in the demand equation for single piece mail volume If you cannot 
confirm, please explain and provide the basis for your conclusion in full 

e Please confirm that over several rate cases now, the absence of the direct 
price variables for these competing substitutes noted in c (above) is one 
reason why you have used consumption expenditures on internet service 
providers (ISP) or time trend variables If you cannot confirm please explairl 
arid provide the basis for your conclusion in full 

f Please confirm that your ISP variable is not the price of electronic media 
sLbstitutes or the price of Internet substitutes for single piece mail If you 
cannot confirm, please explain and provide the basis for your conclusion in 
futl 

R ESFIONSE : 

a 

substitutes, it is common for a demand equation to include price measures for 

substitute goods See, for example, my demand equat!or, for Express Mail 

Not confirmed For a product in a mature market with a fixed set of 
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(pages 140 - 150 of my testimony), which includes a cross-price with respect to 

Federal Express. 

If. however, such substitutes are newly emergent or are growing in their 

market reach, it will also be important to explicitly account for this market growth 

in assessing the demand for the product, even if the competing substitutes. in 

such a case, compete primarily based on price See, for example, my demand 

equation for Priority Mail (pages 156 - 166 of my testimony), where the own- and 

cross-price elasticities change over time to reflect the increasing market 

presence of Federal Express in the ground package market. 

Finally, however, the competition between two or more products may not be 

primarily price-based. For example, the price. to me, of paying my credit card bill 

online, given that I already own a computer and have Internet access, is zero, 

and has been since online bill-payments were accepted by my credit card 

company. The factors which led to my decision to begin to pay bills online 

included the ease of paying said bill, my comfort level with Internet transactions 

and the timeliness with which online payments are received, each of which has 

changed over time in a way that wculd not be captured in looking at a simple 

time series of the price of online bill-paying, which, in this case, would be in!'nile 

prior ro online bill paying being available and zero since that time 

The simple modeling technique of identifying all substitutes and putting their 

prices into an econometric equation will frequently prove insufficient in 

undei-standing consumer behaviors in real economic markets. 

b. Confirmed. 

c. Not confirmed. If a variable which affects the true demand for a product is 

omitted from an econometric specification, then the coefficients on the included 

variables will only be biased to the extent to which these variables are correlated 

with b e  omitted variable. 



1213 

RESPONSE OF POSTAL SERVICE WlTNESS THRESS 
TO INTERROGATORIES OF 3CA 

d. If time series data were available on price per unit for electronic media 

substitutes and Internet substitutes for mail, these time series would be excellent 

candidates for investigation for possible inclusion within the First-class single- 

piece letters equation. Whether these variables would, in fact, turn out to be 

"appropriate variables" would ultimately be an empirical question that could only 

be answered by econometric experimentation. 

e. Not confirmed. The Internet variables which I have included in several of my 

demand equations have been included to attempt to explicitly account for the 

effect of competing electronic alternatives on mail volumes. 

f. Confirmed, 



1214 

RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF GCA 

m U S P S - T 7 - 5  

Please refer to your testimony. R2006-1. USPS-T-7 pages 312-316 and the 
following table showing the correlation coefficient matrix for several of the 
variables you have included in your SP equation over 1988-2005 periods 

Correlation Coefficient Matrix 1988Q2-2005Q4 
D 1 -3WS-FIT EMPL-T cs-ISP TREND 

D 1 -3WS-FIT 10000 -0 9251 0 8184 0 9625 
EM PI_-T 1 0000 -0 9202 -0 9681 
cs-I SP 1 0000 0 9407 
TREND 1 0000 

a Please confirm that the variable reflecting the average workshared discount 
is accounted for by the variable D1-3WS-flt in your dataset If you cannot 
confirm, please explain why. 

b From the above table, please confirm that there exists a very high 
ccirrelation between each of the three variables and the time trend If you 
cannot confirm, please explain why 

c Please confirm that the inclusion of the trend variable alone would have 
been sufficient to capture the effect of these variables I f  you cannot confirm 
please explain why 

d Please confirm that the inclusion of any one of the three variables alone in 
the above table would have been sufficient to captuie the effect of all three If 
you cannot confirm, please explain why 

e Please confirm that the very high correlations among the variables shown 
in the above table could result in multi-co!ilnearity in the model If you cannct 
cclnfirrn, please explain why Please provide any tests that you have 
ccmducted showing that multicollinearity is not present in jour single piece 
equation, and more specifically among the three independent variables in the 
above table 

f On page 313 lines 20-22, you state that "in my work, multi-collinearity is 
particularly acute with regard to a high degree of correlation between current 
and lagged prices Please confirm that, in light of the above table, multi- 
ccdlinearity is also "acute" between and among the three variables identified 
above, I e ,  D1_3WS_FIT, EMPL-T and CS-ISP 

" 

g. Please confirm that the presence of multi-collinearity in the model can 
result in the coefficients not being correctly estimated. In other words multi- 
ccdlinearity masks the separate effect of each variable. If you cannot confirm, 
please explain why. 
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h Please confirm that the presence of multi-collinearity could also affect tne 
estimated coefficient of the FCLM single piece OWP price variable If you 
cannot confirm, please explain and provide the basis for your conclusion in 
full. 

RESPONSE: 

a. N o t  fully confirmed. The variable D1_3WS_FIT is included in the First-class 

workshared letters equation to reflect the effect of the average First-class 

worksharing discount on First-class workshared letters volume The variable 

D1-3WS is included in the First-class single-piece letters equation to reflect the 

effect of the average First-class worksharing discount on First-class single-piece 

letters volume. The difference between D1-3WS-FIT and D1-3WS and the 

logic Iunderpinning their use is described in my testimony at pages 53 - 55 

b. Confirmed that the correlation coefficients showr: in your table are high 

c. Not confirmed. I do not estimate any demand equations which include the 

variables D1_3WS_FIT, EMPL-T, and CS-ISP within the same equation nor do 

I estirnate any demand equations which include any of these three variables 

using a sample period of 1988Q2 - 20G5Q4 Hence. the correlation coefficient 

matrix shown above has no particular relevance to any of my demand equations 

Assuming your interest is specifically with respect to the First-Class sing!e- 

piece letters equation, I can say that replacing the Internet variable with a simple 

time trend in the First-class single-piece letters equation results in a clearly 

inferior equation for all of the reasons discussed in my response to GCAIUSPS- 

T7-3(b). The changes in the level and magnitude of ISP consumption over time 

do a far better job of explaining the changes which have occurred in First-class 

single-piece letters volume over time than would a simple constant trend factor. 

d. Not confirmed. The fact that these variables are highly correlated should not 

be confused with a claim that these variables are perfectly correlated. There are 
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clear differences between these variables and, in a well-specified. well-estimated 

econometric equation, these differences can be isolated in such a way as to 

develop a much richer and fuller understanding of the factors which affect the 

demand for mail volume than would be possible if only one of these variables 

was included. 

In the specific case of my First-class single-piece letters demand equation, 

the 1-statistics on EMPL-T (-2.79), CS-ISP (16 42). CS-ISP interacted with a 

time trend (-19.01), and CS-ISP interacted with a time trend starting in 2002Q4 

(-4.78), indicate that each of these is important in fully understanding the 

behavior of First-class single-piece letters consumers over time 

Even beyond this obvious empirical superiority, however, i t  is also the case 

that the demand equation which I have presented in this case, by including each 

of these distinct variables, provides a level of understanding about the factors 

which have driven mail volume which is not possible if one were to simply include 

a single time trend and measure the extent to which it correlates with First-class 

single-piece letters volume over time 

e. Confirmed. 

f. As noted in my answer to part (c) above, I have no demar,d equations which 

include all of the variables shown in your table It is certainly true that 

multicollinearity will inevitably exist, to at least some degree, in any empirical 

econometric work. The inclusion of more than one variable which contains an 

obvioix trend Is certainly one example of multicollinearity 

g. The presence of multicollinearity may lead to an inefficient estimator of one's 

elasticities Elasticity estimates in the presence of multicollinearity will remain 

unbia'sed, however. Please see my testimony at pages 31 2 - 31 3 
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h. Multicollinearity is not an issue for the own-price elasticity estimate because 

the own-price variable is not strongly correlated with the other variables in my 

equation. 

Over the sample period over which the First-class single-piece letters 

equation is estimated (1983Q1 - 2005Q4). the correlation between the price of 

First-Class single-piece letters and the average worksharing discount (D1-3WS) 

is -0.3922, the correlation between the price of First-class single-piece letters 

and EMPL-T is 0.0162, the correlation between the price of First-Class single 

piece letters and CS-ISP is -0.1541, and the correlation between the price of 

First-Class single-piece letters and a linear tme trend (TREND) is -0.0773 
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GCAlUS PS-T7-6. 

Please refer to your LR-L-64, File demandequations txt 

a. Please confirm in your estimation of the FCLM single piece demand 
equation that the Shiller coefficient is zero. 

b Is it unusual to have a Shiller coefficient value equal to zero in the 
presence of multicollinearity? Please explain fully. 

RESPONSE: 

a. Clmfirmed. 

b. No. Multicollinearity can lead to inefficient coefficient estimates, i.e , the 

coefficient estimates will tend to have large standard errors associated with them 

But coefficient estimates will still remain unbiased even when multicollinearity is 

present Hence, the expected values of the coefficient estimates will continue to 

have their expected signs. The Shiller restriction is only binding, in my work, in 

those cases where the signs on one or more price lag coefficients do not have 

their expected sign. In the case of First-class single-piece letters, the freely- 

estimated own-price coefficients are both of the correct sign Hence, i t  is not 

necessary to impose a Shiller restriction in this case. 
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GCA/USPS-T7-7 

Please refer to your R2005-1, LR-K-65 and R2006-1, LR-L-65, after rate 
forecasts. 

a. Please confirm that the annual single piece volume forecasts given in the 
following table are correct. If you cannot confirm, please provide the correct 
numbers. 

R2006-1 vs R2005-1 SP Volume Forecasts 
(in millions of pieces) 

TIME R2006-1 R2005-1 Difference 

2006 41,410 402 42 459 296 (1,048 894) 
2007 39,104 641 41,271 110 (2,166 469) 
2008 37,206 438 N/A N/A 

b. Please state approximately when your forecast in R2005-1 was made and 
when your corresponding forecast in R2006-1 was made. 

c. Please explain what factors, including the changes in the FCLM single 
piece equation model, have caused the R2006-1 forecast to be more than 1 
billion pieces lower than the R2005-1 forecast for the year 2006 

d Please explain what factors or changes, including the changes in the SP 
equation model, have caused the R2006-1 forecast to be almost 2 2 billion 
pieces lower than the R2005-1 forecast for the year 2007. 

e. Please confirm that, given the trend in !he difference between your R200E- 
1 and R2005-1 forecasts, if in R2005-1 you had forecast FCLM single p:ece 
volume for the year 2008 in R2005-1, the difference would have become even 
wider than 2.2 billion pieces, and likely well over 3 billion pieces If you cannot 
confirm. please explain why. 

f. Please confirm that had you used the same volume trends for single piece 
mail in R2006-I that you used for R2005-1, on that account alone the 
revenue requirement for this case would be $1.5 billion lower for TY2008, 
($0.51 revenue per piece X 3 billion pieces). 

RESFONSE: 

Irrelevant to this answer, my after-rates volume forecasts in the last two cases 

were presented in library references LR-K-66 and LR-L-66. 
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a Confirmed, although I would note that the R2005-1 after-rates volume 

forecast included no rate increases beyond R2005-1, while the R2006-1 afler- 

rates volume forecast assumes an additional rate increase in 2007Q3 The 

fi2006-1 before-rates volume forecast is therefore more directly comparable to 

the R2005-1 afler-rates volume forecast as shown in the corrected table below 

R2006-1 vs R2005-1 SP Volume Forecasts 
(in millions of pieces) 

TIME R2006-1 R2005-1 Difference 

2006 41,410.402 42.459.296 (1,048 894) 
2007 39,401.453 41,271.110 (1.869 657) 
2008 38,161.662 NIA NIA 

b. The R2005-1 before-rates forecast was made some time in January of 2005, 

with the after-rates forecast made in March of that year. The R2006-1 before- 

rates forecast was made in December of 2005. 

c -d. 

Class single-piece letters from R2005-1 to R2006-1 is the addition of three new 

quart'ers of actual volumes, 200502 - 2005Q4. For these three quarters, the 

R2005-I volume forecast predicted First-class single-piece letters volume G :  

31,898.624 million pieces. Actual volume for these three quarters was :nstead 

30,998.727 million pieces. Hence, simply updating the base period to include 

these three quarters had the effect of reducing the First-class single-piece letters 

volunie forecast by nearly one billion pieces per year throughout the forecast 

period 

The primary reason for the difference in the volume forecast for First- 

Beyond the direct effect of plugging these volumes into the base volume, this 

over-forecast of First-class single-piece letters volume over these three quarters 

also served as the impetus to investigate further the relationship between First- 

Class single-piece letters volume and the Internet. This investigation, which 
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culminated in the adoption of the demand equation used in this case. is 

described in some detail in Library Reference LR-L-65 at pages 196 - 290. 

e. Not confirmed. Extending the R2005-1 volume forecast through GFY 2008 

produced a volume forecast for First-class single-piece letters of 40,321 183 

million pieces, which is 2.16 billion pieces greater than the R2006-1 Test Year 

before-rates volume forecast. 

f. Not confirmed. I am not the revenue requirement witness, and I thus am not 

aware of all the factors that might need to be considered to determine the 

reverue requirement. Nevertheless. taking your average revenue figure of SO 51 

as given, the difference of 2.16 billion pieces shown above would lead to a 

difference in revenue of approximately $1 1 billion This revenue change is not. 

however, equivalent to the change in the revenue requirement, which is beyond 

the scope of my testimony. 

Ox course, using the R2005-1 volume forecast in this case, in the face of 

actual First-class single-piece letters volumes in the last three quarters of 2005 

woulcl be incorrect. 
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GCA/USPS-T7-8. 

Please consider the following simple hypothetical example which deals with the 
impact on own price elasticity from not including the prices of competing 
substitutes in a demand equation. Table 1 shows the raw annual data on 
quantity demanded of good X, the price of good X and the price of substitute 
good Y, given in Columns 1-3 and the corresponding natural log of these 
variables, given in Columns 4-6 Column 7 shows the price of substitute Y 
divided by the price of X and Column 8 shows the price of X divided by the price 
of substitute Y reflecting the relative prices Table 2 shows the regression of the 
natural log of the quantity demanded of good X with respect to the natural log of 
its own price. Table 3 shows the regression of the natural log of the quantity 
demanded of good X with respect to the natural log of its own price and the 
natural log of the price of the substitute good, Y Regressions were conducted in 
Excel. 

a Please refer to Table 2 Please confirm that the results for the quantity 
demanded with respect to its own price when the price of the substitute IS 

excluded from the equation. indicates an own price elasticity of -0 7435. 
which implies an inelastic demand for good X If you cannot confirm, please 
explain and provide the basis for your conclusion in full 

b Please refer to Table 3 Please confirm that the results for the quantity 
demanded with respect to its own price when the pnce of the substitute is 
included, indicates an own price elasticity of -1 3955. which implies an elastic 
demand for good X in the presence of the substitute If you cannot confirm. 
please explain why 

c Refer to Table 1 ColiJmn 7 Please confirm that the prae of the substitute 
gcod Y is  falling relative to the price of good X I f  you cannot confirm, please 
explain and provide the basis for your conclusion II full 

d if your answer to (a) is affirmative please confirm that economic theory 
predicts that consumers will substitute good Y for good X when the relative 
price of good Y is falling. 

e. Please confirm from econornic theory that in the long-run the availability of 
substitutes for a given good X with falling relative prices should result in the 
good's own price elasticity becoming more elastic, properly measured. If you 
cannot confirm, please explain why and provide specific citations to 
supporting economic authorities. 
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date Qx 

1990 23.00 
1991 22.61 
19912 23.41 
199:3 22.74 

1995 16.24 
1996 16.69 
199'7 18.20 
1998 18.51 
1999 17.65 
2000 17.68 
2001 17.76 

-~ 

(1 1 

1994 22.04 

Px 

142.17 
143.93 
146.50 
150.80 
160.00 
161.30 
170.47 
188.10 
189.37 
189.53 
197.88 
199.77 

(2) 

TABLE 1 

3.----LQx- LEX -LPL 
(3) (4) (5) (6) 

8.00 3.14 496 2.08 
8.05 3 12 497 2.09 
8.10 3.15 499 209 
8.20 3 12 5.02 2.10 
8.10 3.09 5.08 2.09 
7.80 279 5.08 205 
7.68 281  5 14 2.04 
8.30 290 524 2 12 
8.50 292 524 2.14 
8.60 2.87 5.24 2.15 
8.90 2.87 5.29 2.19 
9.00 2 88 5.30 2.20 

PyfPx 

(7) 
_ _  __- 

0 056 
0 056 
0 055 
0 054 
0 051 
0 040 
0 045 
0 044 
0 045 
0 045 
0 045 
0 045 

__ Pw'Q - 

(8) 
17 771 
17 880 
18 086 
18 390 
19753 
20 679 
22 196 
22 663 
22 278 
22 039 
22 234 
22 196 

- 2002 17.67 211 23 9 10 287 535  221 0043 23212 

~~~ ~ 

TABLE 2 
Dependent Variable LQx 

Regresson Stabstics 
Multiple R 0 7558 
R Sqdare 0 5712 
Adjusted R Square 0 5322 
Standard Error 0 0934 
Observatiom 13 

AN@$/A 

__ 

-_ -- 
Sfg/llrc.aflcc 

df ss MS F F . ___ _ _ ~  _ _  ~ -- 
Regression 1 0 12793 0 12703 14 65073 0 0029 1 

Resic!ual 11 0 09606 0 00873 

Coeffioents Standard Error t Stat P - v a i u c  - ~ _ _ _  _ _ _ _  
Interc.ept 6 7903 09999 67911 00000 

iPx -0 7436 0 1943 -3 8276 00028 
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- 
TABLE 3 

Dependent Variable: LQx 
~ 

___ Regression Statsfrcs 
MulLple R 0 9164 
R Square 0.8397 
Adjusted R Square 0 8077 
Standard Error 0 0599 
Observations 13 

ANOVA - 
Sigmhcance 

df _ _ _  ss A 6  F F - .  
Regression 2 0 1881 00940 262007 0 0001 
Residual 10 00359 00036 
Total 12 0 2240 

Coefficients Standard E m f  f Sral P-value - -~ _-- 
Intercept 5 6451 06994 8 0 7 1 0  00000 
L Px -1 3955 02022 -69027 0 0000 

E L  2 1236 05187 40939 00022 

RES PO N S E : 

Before answering your specific questions, I wanted to address your claim that 

this example illuminates ”the impact on own price elasticity from not including ihe 

price!; of competing substitutes in a demand equatior?.” In fact, vour example 

here (does no such thing. Rather, your example here illustrates The impact on !he 

coefficient of one variable hom including or excluding a second variable which is 

highly correlated with the first variable. 

The reason why you find that the ”own-price elasticity” changes by so much 

when the “price of good Y” is added to this equation is not because variable Py 

has been defined as “the price of competing good Y” but simply because the 

correlation between Px and Py in this case is equal to 0.7938 (in logs). 

This example, therefore, says nothing about the impact on own-price elasticity 

from excluding the prices of competing substitutes in a demand equation if these 
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competitor prices are uncorrelated with the own price. Relating this, then, to the 

case of First-class single-piece letters and the "price" of electronic alternatives to 

the mail, this example is only of interest to the extent that we would expect the 

price of electronic alternatives to be correlated to the price of First-class single- 

piece letters 

In fact, I would expect these prices to be quite uncorrelated. I would expect 

that the price of electronic alternatives to the mail, measured in any meaningful 

way, lias surely declined dramatically over time and. in fact, is likely to be highly 

negatively correlated with a simple time trend, such as my variable TREND. But, 

as I explained in my response to GCA/USPS-T7-5(h) above, over the sample 

period over which the First-class single-piece letters equation is estimated 

(1 983Q1 - 2005Q4), the correlation between the price of First-class single-piece 

letters and a linear time trend (TREND) is -0 0773. 

a. Replicating your results in Excel, I get a coefficiept estimate of -0.7436. which 

I assume is due to differences in rounding, so, yes, in general I can confirm both 

your results and your conclusions. 

b. Replicating your results in Excel, I 3et a coefficient estimate cf -1 3950. which 

I assume is due to differences in rounding, so, yes, in general I can confirm both 

your results and your conclusions. 

c Confirmed. 

d. I don't know that "economic theory" has much to say about whether or how 

much "consumers will substitute good Y for good X when the relative price of 

good Y is falling." The price of high-definition television sets has fallen relative to 

the price of housing in recent years and yet, I am not aware that many people 

have chosen to go homeless so that they can purchase multiple high-definition 

televisions. 
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The extent to which two goods are substitutes and the extent to which 

consumers would be expected to substitute between two goods because of 

changes in the relative price of the goods is ultimately an empirical question that 

can rot  be answered generally, but can best be answered in a specific case via 

rigorous econometric investigation. 

e. I can confirm that economic theory does suggest that, all other things being 

equal, a good is likely to be more own-price elastic the more available and closer 

are substitutes for the product. Hence, if all other things are equal, it could be 

the ci3se that, as the number and availability of substitutes increases, this will 

lead lo an increase in the own-price elasticity of a particular good. This appears 

to be the case, for example, with respect to Priority Mail and the increasing 

market presence of FedEx Ground, as discussed in my testimony at pages 161 

and 162 of my testimony. 

0.f course, all other things are never equal, so this general suggestion need 

not be applicable to every case. For example, the introduction of a new prodxt  

may induce more price-elastic consumers to stop using the old product, leaving 

the average own-price elasticibj of the prcduct's remaining customers lower than 

before the introduction of the new product, even when one accounts for the 

increasing own-price elasticity cf these individual consumers relative to their own 

indiviijual elasticities prior to the introduction of the pew product It could also be 

the case that the nature of the two products may make them substitutes, not on 

the basis of price, but on the basis of other factors, s x h  as relative availability, 

convenience, or other factors. 
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GCAiUSPS-T7-9. 

Please refer to your testimony at page 37 

a Please confirm that the only reason you applied the Box Cox transformation to 
your ISP variable was to make it non-linear If you cannot confirm please explain 
and provide the basis for your conclusion in full 

b Please confirm that this was not a necessary transformation to estimate your 
model I e you could have left the ISP data as linear in your translog model 

c Have you applied the Box Cox transformation to all variables rather than JUSt 

the ISP variable? If "yes", please provide the results 

d Please confirm that imposing Box Cox coefficient values of zero and one 
across all variables in your single piece model yields the two extreme versions of 
the model, namely the log linear version and the linear version respectively If 
you cannot confirm, please explain and provide the basis for your conclusion in 
full. 

e Please confirm that any value between zero and one for the Box Cox 
coefficients when the transformation IS applied across all variables would be a 
set of values determined by the data rather than imposed by the researcher If 
you cannot confirm. please explain and provide the basis for your conclusion in 
full 

f W h y  is your Box Cox coefficient for the ISP variable of 0 122 so different from 
last yaar's estimate of 0 3267 Provide the basis for your explanation in fLll 

RES PONS E : 

a As I explained in my testimony at page 37 (see, especially lines 5 - 9) I 

applied a Box-Cox transformation to the ISP variable because it was not possible 

to take the natural logarithm of this variable, as I do with most of the variables 

included in my demand equations, because the ISP variable has a value equal to 

zero prior to 1988Q2. Making a Box-Cox transformation does not preclude the 

possibility of the variable entering the equation linearly, which will be the case if 

the BOX-COX coefficient is equal to one 

b. The First-class single-piece letters equation could have been estimated with 

the 1S.P variable included linearly. Given that the resultiiig Box-Cox coefficient of 



1228 

RESPONSE OF FOSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF GCA 

0 129 is significantly different from a value of 1 0. however, it is clear that such a 

specification would have been inferior to the specification which I used 

c No 

d Confirmed 

e Confirmed 

f 

Class single-piece letters equation has changed from R2005- 1 to R2006-1 these 

two Box-Cox coefficients are not directly comparable 

Because the exact specification by which the ISP variable enters the First- 



1229 

RESPONSE OF POSTAL SERVICE LMTNESS THRESS 
TO INTERROGATORIES OF GCA 

GCA/USPS-T7-10. 

For interrogatories 10-14, please refer to the following attachment, Table One, 
which is compiled from your econometric estimation results for the First-class 
Single-Piece equation, and from your experimentation with the Internet 
variable(s), as reported in R2006-I. USPS, LR-L-65. pages 65-3 to 65-6 and 65- 
198 to 65-290. Column 1 shows the page number for each experiment. Column 2 
shows the Internet variable(s) you included in the equation, Columns 3 and 4 
show the estimated SP own price elasticity and the corresponding 1-statistic; 
Coluinns 5 and 6 show the R-squared and adjusted R-squared for each run 
Table-2 is similar to Table-1 but ranked by the elastrc:ty from the largest negative 
value to the largest positive value. 

a Please confirm that the information in these tables is correct If you cannot 
confirm, please provide the correct information 

b Please confirm that own price elasticity for the First-class Single-Piece 
mail ranges from +0.101 to -0 319 If you cannot confirm. please provide the 
correct numbers. 

c. Please confirm on grounds of textbook economic theory that model number 
213 with the positive elasticity should be ignored If you cannot confirm, please 
explain why 

d Please confirm that different Internet variable(s; or variations of those 
variabies results in a different own price elasticity If you cannot confirm 
please explain why 

e Please confirm that based on levels of the R2. or the adjusted R’ 
practically speaking there is no material difference In statistical significance 
among these models If you cannot confirm please explain why and provide 
the appropriate tests 

f Please confirm that the differences among the R2 in these models are so 
minimal that for forecasting purposes any one of these models could be used 
If you cannot confirm, please explain why and provide the appropriate tests 
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RESPONSE: 

a Tile equation identified by you as Model Number 6 includes the Internet 

variables ISP-CUM-LCOEF and BROADBAND-LCOEF Beyond that, I can 

confirm everything in Table One. 

b. Not confirmed. The estimates of the own-price elasticity which are shown in 

Table One range from -0 319 to +0.019 See my response to part d. below 

c. Confirmed that I would reject Model Number 20 out of hand on the grounds 

that the positive own-price elasticity does not conform to standard economic 

theory. 

d. Not confirmed. The estimated own-price elasticities differ across the 23 

models shown in Table One. The true own-price elasticity of First-class single- 

piece letters is not a function of the model chosen to estimate that elasticity. but 

instead is a function of the attitudes and preferences of consumers of First-class 

single-piece letters. I believe that the best estimate of this own-price elastlclty IS 

-0.18.4 

e Not confirmed. Although the range of R2 and adjusted-R2 values in Table 

One may appear to be relatively narrow. between 0.983 and 0.993. in fact. this 

apparent narrowness is a result of two factors which make your statement that 

"there is no material difference in statistical significance among these models" 

incorrect 

First, the nature of R2, which expresses the percentage of variance in the 

dependent variable which is explained by a particular model, may give the 

illusion that most of the variance for a particular dependent variable, when, if fact, 

a large amount of the variance remains unexplained or inadequately explained. 

This is particularly true when much of the variance in a variable takes the form of 

a persistent trend. In such a case, any variable which exhibits a similar trend (as 

is the case here) will appear to explain the vast majority of the variance of the 
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dependent variable. In many cases, however, such high R’ values are largely 

illusory and indicative of nothing more than the existence of an underlying trend 

in the dependent variable of interest. 

For example, the demand equation for Mailgrams used in this case has a 

reported R2 value of 0.961, suggesting that nearly all of the variance in 

Mailgrams volume is explained by this equation. Yet, the standard error of the 

Mailgrams model in this case is 0.223. meaning that the average in-sample error 

term for this equation is greater than 20% in absolute value 

Second, the goal of econometric estimation is not to maximize the explained 

variation but to minimize the unexplained variation within a model. While these 

two goals are, in some sense, literally identical there I S  an important distinction 

Improving the adjusted-R2 value in an equation from 0 986 (Model Number 7) to 

0.990 (Model Number 23,  which is used by me to make volume forecasts in this 

case) increases the explained variation in the model by 0 4 percent Yet, 

reducing the percentage of variance which is unexplained from 0 014 (1 - 0 986) 

to 0.010 (1 -0.990) reduces the unexplained variation in the model by nearly 30 

perceiit. 

Because of these limitations of R2 and adjusted-R? measures. my preferred 

diagnostic measure for evaluating demand equations is mean-squared error 

Meamsquared error is equal to the sum of the squared residuals divided by the 

number of degrees of freedom. This is equivalent to the square of the standard 

error of the model and can therefore be thought of as measuring the variance of 

a rnoclel. 

The mean-squared errors (which are reported within Library Reference LR-L- 

65) for the models presented in Table One range in value from 0.000232 to 

0.000453. The latter of these is 95 percent greater than the former, a range 

which is far more indicative of the true range of these models. 
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f. Not confirmed. Please see my response to part e above 
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GCNUSPS-T7-11 

From the attached Table One, please refer to model #7 and your chosen model 
for the single piece demand equation. model #23 The own price elasticity for 
model #7 is -0 287 which is significantly higher than -0 184 for your chosen 
model These two models seem to have, practically and statistically, the same R' 
values (0 986 for model #7 and 0 990 for model # 2 3 )  With respect to the 
t-statistic, however, model #7 greatly outperforms your chosen model #23 
(-3 134 vs -2 354) 

a Please confirm that with regard to the t-statistic for the elasticity coefficient. 
model #7 outperforms model #23.  the final model you chose for R2006-1 If 
you cannot confirm, please explain why and provide the appropriate tests 

b Please explain fully why you did decide lo choose model #23 over model 
#7, since it appears that the latter model has an essentially equivalent RZ and 
a inuch higher t-statistic 

RES PONS E: 

Per your request, this response refers to the Table One attached to 

your question GCA/USPS-T7-10 

The own-price elasticity for model #7 (-0 287 with a standard error of 0 090) is 

not significantly higher than -0.184, differing by a mere 1 1 standard errors In 

addition, the percentage of variation in First-class single-piece letters volume 

which is unexplained in model #7 (0 014) is 40 percent greater than the 

percentage of variation in First-class single-piece letters volume which is 

unexplained in model #23 (0.010). so that these P.vo models do not have "the 

same R2 values" either practically or statistically 

a Not confirmed. The greater t-statistic for the own-price elasticity in model #7 

is simply an artifact of the fact that the own-price elasticity in model #7 is further 

from zero. In fact, the own-price elasticity for model #33 has a lower standard 

deviation (0.078) than the own-price elasticity for modal #7 (0.090). 

b. As I explain in my response to GCA/USPS-T7-10, mean-squared error is a 

better measure of goodness of fit than R2. Model #7 has a mean-squared error 
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of O.Cl00345 which is more than 40 percent greater than the mean-squared error 

of mcidel #23 (0.000246) 
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GCA/USPS-T7-12 

a Please confirm that none of the Internet vanables that you have experimented 
with can capture the pure textbook substitution effect due to the declining relative 
price of the substitute product If you cannot confirm, please explain why and 
provide the appropriate tests 

b. Please confirm that none of the Internet variables you have experimented with 
reflects the price of the substitute product If you cannot confirm, piease explain 
why ,and provide the appropriate tests 

RESPONSE: 

Per your request. this response refers to the Table One attached to 

your question GCA/USPS-T7-10 

a. Not confirmed. To the extent that First-class single-piece letters volume has 

declined because of "the declining price of substitbte product[s]", this effect can 

be captured econometrically by any variable which includes a similar trend This 

would be particularly true of variables, such as measures of aggregate Internet 

usage by households, which are driven by the same price. That is, to :he extent 

that Internet penetration among households is driven by "the declining price of' 

Internet usage, then such a variabie can, in fact, serve well as an econometric 

proxy for this "declining price" within the Firs?-Class single-piece letters demand 

equation. 

b. Not confirmed. None of the Internet variables with which I have experimented 

explicitly measure "the price of the substitute product." Nevertheless, as 

explained in my answer to part a. above, all of these variables will "reflect" such a 

price 
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GCA/USPS-T7-13. 

Please refer to model #I which IS similar to R2005-1 and model #7 which is 
similar to your R2005-1 model but includes the cumulative Broadband variable 
Please confirm that the inclusion of the broadband variable almost doubles the 
FCLNI single piece own price elasticity of demand 

RESPONSE: 

Per your request, this response refers to the Table One attached to 

your question GCA/USPS-T7-10. 

Confirmed that the own-price elasticity estimate in model #7 of -0.287 is 87 

percent greater than the own-price elasticity estimate in model #1. Please see 

my response to GCA/USPS-T7-lO(d). 
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GCAJUSPS-T7-14. 

Please refer to model #1 and model #6. Model #1 is similar to your R2005-1 
model and model #6 is similar to model #1 but you have replaced the ISP-CUM 
with BROADBAND-CUM. However, model #6 has an elasticity over twice that for 
model # I  (-0.319 vs -0.154). 

a. Since broadband technology seems to have the most dramatic effect on 
mail volume, and since it is the most rapidly growing type of Internet service 
replacing dial-up, please confirm that you did the same experiment with the 
broadband variable in R2005-1, and if so why you did not choose a model like 
#6 in that case rather than a model like #1 

b. Given the paramount importance of Broadband, why did you not choose a 
niodel like #6 for this case instead of the model you did choose? 

c Given the seriousness of the persistent fall in single piece FCLM in recent 
ylears due to competition from the Internet. wouldn't i t  be better to err on the 
side of having too high an own price elasticity than too low a figure') 

RESPONSE 

Per your request, this response refers to the Table One attached to 

your question GCA/USPS-T7-10 

a. I see no basis for your assertion that "broadband technology seems to have 

the most dramatic effect on mail volume." As shown i:i my Library Reference L R -  

L-65 adding the number of Broadband subscribers to the R2005-1 demand 

equation specification (Model Number 6) increases the mean-squared error of 

the First-class single-piece letters demand equation by more than 50 percent 

from 0.000294 (Model Number 1, page 65-5 of LR-L-65) to 0 000453 (Model 

Number 6, page 65-217). This suggests to me that broadband technology, at 

least as measured by the number of Broadband subscribers. has not had "the 

most dramatic effect on mail volume" as compared to alternative Internet 

measures 

b. I do not understand your use of the term "paramount importance" here. 

Regardless, I chose Model Number 23 from Table One over Model Number 6 
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because Model Number 23 produced a mean-squared error (0 000246) more 

than 45 percent less than the mean-squared error associated with Model Number 

6 (0 000453). 

c. I see no relevance to the magnitude of the own-price elasticity vis-&vis the 

"seriousness of the persistent fall in single piece FCLM in recent years due to 

competition from the Internet." 

Given the seriousness of the persistent fall in First-class single-piece letters 

volume in recent years due to competition from the Internet, I thought it would be 

best to err on the side of including the Internet measure which provided the best 

econometric fit for First-class single-piece letters subject to the restriction that all 

of the! explanatory variables included in the demand equation had reasonable 

coefficient estimates. 

For the models presented in Table One, the lowest mean-squared error 

(0.0010232) was obtained using Model #12 (page 65-241. ff ). This model 

included a time trend starting in 2002Q4 which had a coefficient of 0 129 "Giver 

the seriousness of the persistent fall in single piece FCLM in recent years due to 

competition from the Internet" this seemed to be an inappropriate result and was 

therefore rejected. 

Removing Model #I 2 from consideration, the lowest mean-squared error 

among the models shown in Table One was for Mooel #11 (0.000234) This 

model interacted ISP consumption with a dummy variable starting in 200284 

This Ierm had a coefficient of 0.021, suggesting that the impact of the Internet on 

First-class single-piece letters volume became less negative at this time. "Given 

the seriousness of the persistent fall in single piece FCLM in recent years due to 

competition from the Internet" this too seemed to be an inappropriate result and 

was also rejected. 
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Finally, removing Models #I 1 and #I 2 from consideration. the lowest mean- 

squared error was obtained from Model Number 23, which was therefore chosen 

by mi? to be used in this case 
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hiotle~f I‘ 4. 

GCAIUSPS-T7-15. 

Pace Iuterurf Variable E I W K I I ~  T-Strnsac R’ Adjusted R’ 
64.1 ISP CUM .a> ]71? - 2  1755 0 989 0 986 

65-12 BRO?DBAND CLhi  -04162 ~2 6 315 0.983 0 976 
65-j7 COMPPXY 0 3’9’ ~2 8713 0 984 0 9 7 7  

0 3?69 .? 7 6 2 5  0 987 0 983 45-61 SACHA -_ ~- ~- 

Please refer to the following table compiled from R2005-1, USPS LR-K-64. 
pages 64-1 to 64-10 and LR-K-65, pages, 65-22 to 26. 65-57 to 61. and 65-62 to 
65-6!5. 

As you have defined these variables on page 65-4, ISP-CUM is Internet 
experience, BROADBAND is the number of broadband subscribers, COMPPAY 
is the percentage of households which paid at least one bill via computer, and 
NACHA is automated clearing house transactions Model #1 is the final model 
you chose in R2005-1 

a Please confirm that the information given in the above table is correct If 
you cannot confirm, please provide the correct information 

b Please confirm that models 2-4 all have elasticity values several times 
larger than the model you decided to choose in R2005-1 If you cannot 
confirm, please explain why 

c Please confirm that models 2-4 also have larger t-statistic values than 
model #I ,  your chosen model for R2005-1 If you cannot confirm please 
explain why 

d Please confirm that, as far as the t-statistic IS corcerned. any one of the 
models 2-4 is superior to model # I ,  your chosen model I f  you cannot confirm 
please explain why. 

e Please confirm, that with respect to R2, there is essentially no difference 
ainong the four models given in this table. If you cannot confirm, please 
e.xplain why. 

f Please confirm that, as far as the adjusted R2 is concerned, there does not 
seem to be much of the difference among these models; more specifically, 
between your chosen model #I  and model ##4. If you cannot confirm, please 
explain why. 

g Please confirm that considering the t-statistic and R2 or adjusted R2, model 
#? is superior to your chosen model # I ,  If you cannot confirm, please explain 
why. 
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h Please confirm that had you chosen model #4. with the NACHA as the 
Internet variable instead of model # I ,  with your ISP Internet experience 
variable, the elashcity would have been -0 3269 rather than -0 1747 If you 
cannot confirm, please explain why 

I Please confirm that had you chosen model #2. with the BROADBAND as 
the Internet variable instead of model #1 with your ISP Internet experience 
variable, the elasticity would have been -0 41629 rather than -0 1747 If you 
cannot confirm, please explain why 

RESPONSE: 

a. Confirmed 

b. Not confirmed. Dictionary.com defines the word several as "[bleing of a 

number more than two or three but not many . None of the elasticity estimates 

shown above exceed the own-price elasticity which I used in R2005-1 by a factor 

of more than 2.4 and, in fact, the own-price elasticity estimate in model 4 is not 

even twice as large as my R2005-1 own-price elasticity 

c. Confirmed 

d Not confirmed. The fact that models 2. 3. and 4 exhibit higher t-statistics on 

the own-price elasticity is simply a function of the fact that the own-price 

elasticities in models 2, 3, and 4 are further from zero than the model 1 own-price 

elasticity. In fact, :he variances associated with the own-price elasticity are larger 

for models 2, 3, and 4 than in the case of model 1 

e. Not confirmed. The percentage of total variance tbat is unexplained (I e., one 

minus Rz) is 15 to 35 percent greater in models 2, 3, and 4, as compared to 

model 1. 

f. Not confirmed. Please see my response to e. 

g. Not confirmed. The demand equation for First-class single-piece letters 

which was adopted and used by the Postal Rate Commission in R2005-1 (model 

1 here) IS clearly superior to models 2 ,  3, and 4 above for the reasons given in 

my answers to parts d and e above 

http://Dictionary.com
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h Confirmed that the choice of an inferior model in R2005-1 might have led to a 

less accurate own-price elasticity estimate 

I 

less accurate own-price elasticity estimate 

Confirmed that the choice of an inferior model in R2005-1 might have led to a 
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GCA/USPS-T7-16. 

Please refer to R2006-1, USPS LR-L-65, pages 65-3 to 65-6 and 65-198 to 65- 
290, !specifically to the coefficient for the worksharing discount variable, 
D1-3WS. 

a. Please confirm that the estimated values of D1-3WS coefficient in all 23 
model runs you have conducted for FCLM single piece mail are different. If 
confirmed, please fully explain why the estimated coefficient of D1-3WS 
variable differs across these 23 model runs If you cannot confirm, please 
explain why. 

b. Please confirm that the coefficient of the D1-3WS variable is not directly 
estimated in any of the 23 FCLM single piece model runs, that instead it is a 
predetermined fixed value which is obtained from your worksharing equation 
and essentially converted to a negative sign and inserted into the FCL single 
pilice equation. If you cannot confirm. please explain why. 

c. If your answer to (b) is affirmative. please confirm that given the apparent 
fixed nature of the coefficient of the D1-3WS variable when estimating the 
FCLM single piece equation, this coefficient will not change. If you cannot 
confirm, please explain why. If this is a recursive prccess. please explain how 
it s conducted. 

d For comparing these models shouldn t the value of this coefficient for the 
D 1-3WS variable, be kept constant across these runs7 Please fully explain 

e If you had kept the value of this coefficient for the D1-3WS variable the 
same across these models, wouldn t it have a different effect on the estimated 
own price elasticity of FCLM single piece mail? Please fully explain 

f To be econometrically appropriate. should you not first finalize the 
worksharing model with an Internet variable assumption and then experiment 
with the FCLM single piece equation7 Please fully explain 

RESPONSE: 

a Confirmed. The estimated coefficient of D1-3WS differs across the 23 model 

runs outlined in Table One because the set of explanatory variables used to 

estimate all of the coefficients in the First-class single-piece letters equation 

differ across these 23 models. 

b. Not confirmed. The coefficient of D1-3WS is estimated within the First-class 

single-piece letters equation subject to a stochastic restriction which is estimated 
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from the First-class workshared letters equation This restriction is not imposed 

with certainty; instead, the coefficient is estimated within the First-class single- 

piece letters equation based, in part, on information drawn from the First-Class 

workshared letters equation. Please see my testimony at pages 53 - 55 and 

page 31 1, line 10 through page 312, line 8 

c. Not applicable. 

d. The stochastic restriction on D1-3WS was kept constant across each of the 

23 m'odels for First-class single-piece letters presented in Table One 

e. A:; stated in my response to part d above, the restriction on D1-3WS was 

kept constant across each of the 23 models for First-class single-piece letters 

which are being discussed here 

f. Yes. This was, in fact, exactly what I did in this case. 
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NAA/USPS-T7-1: Please refer to page 17. lines 2-5 of your testimony. Did you 
receive sub-category specific volume figures from the Revenue, Pieces. and 
Weight Report (RPW) (for example, volume figures for Standard Enhanced 
Carrier Route High Density or High Density flats)? 

RESPONSE: 

Yes;. I received RPW data for at least as fine a level of detail as presented in 

Attachment A of my testimony. For example, Standard Enhanced Carrier Route 

(ECR) volume is sub-divided into seven sub-categories in Attachment A: 

Automation letters, Basic letters, Basic non-letters, High Density letters, High 

Density non-letters, Saturation letters, and Saturation non-letters. In some 

cases, RPW data is available at a level of detail even finer than that shown in 

Attachment A, although I made no use of such detail in this case 
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NAPJUSPS-T7-2: Please refer to page 18, lines 1-6 of your testimony, and to 
USPS-LR-L-63, pages 21-25. 

a. VVhich data did you use to calculate the own-price elasticities? 

b. For Standard Enhanced Carrier Route mail, you create a single average 
price index for the demand equation. Witness Kiefer (USPS-T-36) 
recommends different price increases for each sub-category, although 
your volume forecasts are based on average prices for each category. 

1. Did you account for possible future variation in the volume 
composition of each mail class (for example, less Standard 
Enhanced Carrier Route Saturation volume and more Standard 
Enhanced Carrier Route Basic volume), and thus to variations in 
average prices? 

2 If so, what changes in volume composition and relative subcategory 
prices (for example relative Standard Enhanced Carrier 
Route Basic and High Density prices) did you make before 
forecasting future volume7 

3. If you did not account for composition changes, why not? 

RESPONSE: 

a. Own-price elasticities are estimated within an econometric equation which 

includes the total Standard ECR mail volume per adult per Postal delivery day as 

its dependent variable and a series of independent variables. which are listed on 

page 121 of my testimony, including a fixed-weight price index for Standard ECR 

mail, which is shown in Table 63-5 on pages 24 - 27 ot Library Reference LR-L- 

63. 

b I forecast Standard ECR mail volumes at the subcategory level, so that, 

for example, the volume of Saturation letters is forecasted by applying the own- 

price elasticity for Standard ECR mail to the price of Saturation letters. In this 

way, differences in proposed rate changes across sub-categories are therefore 

accounted for in my volume forecasts. 
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Stegby-step volume forecasts for Standard ECR mail are descnbed in detail 

in section I I  of Library Reference LR-L-66 
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NAA/USPS-T7-3: Please refer to page 24, lines 4-10 of your testimony 

a When was this part of your testimony prepared? 

b When you discuss Internet use deepening, why do you cite data for the 
percentage of American households with Internet access rather than the 
hcusehold bill payment data presented by witness Bernstein in his Table 
31 3 

c. Did you consider using figures from the Household Diary Survey (reported 
in USPS-LR-L-105 and witness Bernstein. Table 31) which detail the 
percentage of bills paid online by method and household? If not, why not? 

R ES PO N S E : 

a. I do not know exactly when any specific portion of my testimony was written, 

but it appears that I was given the numbers which I cite in that paragraph by 

witneiss Bernstein on March 31, 2006 

b. I clo not understand your question here. My point, at page 24, lines 4-10 

referenced by you in this question, is that the percentage of bills paid online has 

grown far faster than the percentage of households with Internet access. The 

"deepening" Internet use here is the increasing use of the Internet to pay bills 

The r'umbers which I cite at page 24, line 5 ("the percentage of bills paid via the 

Internet rcse from 3.6 percent in 2001 to 12 6 percent in 2095") are consistent 

with tile data presented by witness Bernstein 

c. On page 24 of my testimony, line 5, as quoted in my response to b. above, I 

speci%ally document "the percentage of bills paid online" using Household Diary 

Study data as my reference. In addition, Table 9 on page 48 of my testimony 

presents the share of regular household bills paid, by method, in the years 1995, 

2000, and 2005. Again, the source of this data is the Household Diary Study 

Prior to R2005-1, I did experiment with the possibility of including household 

bill-payment data as an explanatory variable in the FirskClass single-piece letters 

equation. The results of these experiments, which were generally unfavorable, 
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are discussed in my R2005-1 testimony (USPS-T-7) at page 32, and in Library 

Reference LH-K-65 at pages 52 - 56 
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NAA/USPS-T7-4 Please refer to page 49, lines 12-18 of your testimony 

a Please refer to Table 31, page 59, and page 60, lines 1-7 of witness 
Bernstein's testimony, where he discusses static depth within categories 
of households that use the Internet for bill payments Please reconcile Mr 
Bernstein's testimony with your testimony at page 24 lines 8-10. that " i t  
appears to be the case that the depth of the use of the Internet to pay bills 
has increased dramatically between 2001 and 2005 " 

b. In light of the Bernstein testimony cited in (a), why do you think it 
appropriate to include trend variables related to increasing Internet 
diversion depth? 

c. Why did you interact a trending variable on the coefficient of the ISP 
Consumption variable to model Internet diversion deepening? 

d How did you determine the magnitude of this trending variable? 

RESPONSE: 

a. The basis for my statement that "it  appears to be the case that the depth of 

the u!je of the Internet to pay bills has increased dramatically between 2001 and 

2005" (page 24, 11. 8-10) is self-evidently the data presented on line 5 of the same 

page What Mr. Bernstein describes on page 60 of kis testimony is the 

observation that the percentage of bills paid onlire is Telatively constant over time 

within the subset of mailers who pay bills online. The percentage of 

households which pay at least sorne bills oriline. hoxever. has increased 

dramatically over this time period, from 7 6 percent in 2001 to 24 4 percent of ali 

households in 2005, as documented by witness Bernstein in Table 29 on page 

57 of his testimony. 

b. I believe that it is appropriate to include trend variables related to increasing 

Internet diversion depth precisely because, as shown in Table 29 of witness 

Bernstein's testimony, the percentage of households which pay at least some of 

their '511s online has increased by more than 220 percent from 2001 to 2005 
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c. As I explained in my testimony a: page 26 (see especially lines 3-15), the ISP 

cons'dnption variable "represent[s] an estimate of the number of Internet users 

over time" (p. 26, 11. 4-5). "The increasing depth of Internet use is lhen modeled 

by allowing the coefficient on the ISP variable lo change over time in the demand 

equations presented here. This allows the impact of ISP consumption on mail 

volurne to increase over time even if the level of ISP consumption were to reach 

its peak." (p. 26, 11. 11-15) 

d. The magnitude of the trending variable IS estimated econometrically 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NAA 

NAAflJSPS-T7-5: Please refer to your volume forecasting workbook, 
"vf-ar.xls," provided in Library Reference USPS-LR-L-66 Please refer to the 
worksheet "NR Mult.," which calculates the "nonrate effect multipliers" that are 
used in your volume forecasts. 

a. Please confirm that these non-rate effect multipliers are the anti-log of the 
dat-product of your non-rate data and the estimated parameters from the 
regression you ran for each particular class of mail. 

b. Given that you are forecasting based on a log-log model, why did you not 
find it appropriate to correct for the lognormal distribution-that is. why did 
you not multiply the anti-logged dot product by the anti-log of one-half of 
the mean-squared error of the particular regression? If you did indeed 
make this correction, please advise where that correction can be found in 
your testimony. 

R E S PO N S E : 

a. Confirmed. 

b. I did not make this adjustment because my forecasts are not straight 

regression-line forecasts, but instead are constructed using a base-volume 

forecasting methodology, as outlined in Chapter IV of my testimony 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NAA 

NAA/USPS-T7-6: What costs are included in the 'Producer price index for 
direct. mail advertising" in your demand equation for Standard Enhanced Carrier 
Route 
mail? 

RESPONSE: 

The producer price index for direct-mail advertising is compiled by the Bureau 

of Labor Statistics (which identifies it as WP1093705NS). It is my understanding 

that this index is constructed from a survey of businesses which provide direct- 

mail advertising printing services and includes all of the costs associated with 

printing and mailing a piece of direct-mat1 advertising except for postage costs 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NAA 

NAA/IJSPS-T7-7: Is it your understanding that a portion of Standard Enhanced 
Carrier Route mail is sent by “shared” mailings in which advertising from more 
than one advertiser is included in a single mailed item (examples might be 
shared mailings by companies such as Advo, Val-Pak, and newspaper Total 
Marketing Coverage mailing programs)? 

R E S F’ 0 N S E : 

Yes 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES CF NAA 

NAA/l!JSPS-T7-8: In your forecasting model for Standard Enhanced Carrier 
Route mail, do you take into account in any way the prices charged by ECR 
mailers to advertisers whose advertising is included in a shared mailing7 

RESPONSE: 

N o t  explicitly. To the extent that "the prices charged by ECR mailers to 

advertisers whose advertising is included in a shared mailing" are a function of 

the price of direct-mail advertising, as defined in my response to NAA/USPS-T7- 

7, and the price of Standard ECR mail, these prices should be implicitly captured 

through these variables. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NAA 

NA/#USPS-T7-9: Does your forecasting model for Standard Enhanced Carrier 
Route mail specifically take into account newspapers' usage of Standard ECR 
mail as part of their Total Market Coverage programs7 If not. in what variable 
would such usage be reflected? 

RESPONSE: 

My forecasting models do not distinguish between different users of a 

particular type of mail but instead reflect the aggregate responses across all 

mailers to changes in the various explanatory variables which are included in my 

equations. So, the behavior of newspapers in their use of Standard ECR mail 

will be reflected in all of the variables which are included in my demand equation 

associated with Standard ECR mail. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERXOGATORIES OF NAA 

NAA/USPS-T7-10 Please refer to the USPS RPW Survey for GY2004 and to 
LR-J-125 (sponsored by witness Tolley for docket R2301-l), workbook vf-ar. tab 
“Forecast Vols”, cells AG38 to AM38 Note that Tolley s 2001 forecasting model, 
which is the basis of your 2006 model, overestimated total ECR volume by some 
3 24 billion pieces for GY2004 (roughly 10% of total ECR volume) How did you 
account for previous overestimation in your revised 2006 forecasting model7 
Have you subsequently re-estimated the 2001 model and, in so doing, generated 
new forecast errors for that updated model? If so, were you able to reduce the 
forecast error for ECR volume? 

RESPONSE: 

The demand equation for Standard ECR mail volume which 1 use in this case 

includes a dummy variable beginning in 2001, which explains an inadequately 

explained decline in Standard ECR mail volume of 8.5 percent at that time. This 

variable is discussed briefly in my testimony between page 119, line 19. and 

page 120, line 11. 1 have not had occasion to re-estimate the 2001 model 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NNA 

NNA/USPS-T7-1 

Please provide the basis for your statement on p 220, line 6, that the Within 
County subclass "is compnsed of small publicabons (mostly newspapers)" In 
particular, how do you know the subclass consists niostly of newspapers? Have 
you looked at whether this composition is pnmanly daily newspapers or 
newspapers published less frequently, such as weekly, twice weekly or thnce- 
weekly7 Please explain your response 

RESPONSE: 

This has been my understanding of the composition of the Within-County 

subclass since I began working on Postal volume forecasts pnor to R94-1 I am 

not aware of any data sources which decompose Within County mail volume into 

newspapers and magazines, much less which decompose Wlthin-County 

newspapers based upon the frequency of delivery 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NNA 

N NNUS PS-T7-2 

Please refer to the chart on p 228 of your testimony 

a. If you believe the subclass consists mostly of newspapers, please confirm 
that this mailing subclass requires publishers to distribute copies primarily to 
subscribers. If you do not believe this statement, please explain your answer 

b Do you have any data indicating that newspaper subscription trends are 
Subject to seasonal vanations7 If so. please prowde it If not, please provide 
the assumption that led to the seasonal adjustments on this chart. and explain 
whether these adjustments include any assumptions about the nature of 
penodicity of the newspapers in the subclass 

c. Please describe your level of confidence in that your own price elastiuty 
and employment variables influence Within County mail volume per adult per 
delivery day and fully explain your response. 

d. Please review the following paragraph on pg. 223: "Periodicals Within- 
County mail is mail sent primarily within the county of publication. In general, 
Periodicals Within-County mail volume is affected by the same factors as 3 
other types of Periodicals mail. There are, however, two significant omissions 
from the Periodicals Within-County demand equation: the price of paper and 
pnnting and the number of broadband subscribers. Neither of these variables 
was found to influence Periodicals Within-County mail volume. It is not 
entirely clear why these variables appeared to have no effect on Within- 
County mail volume. My hypothesis is that the producer price index for pulp, 
paper, and allied products may be a poor estimate of the cost of preparing 
Within-County mail and that the specific nature of Within-County mail makes it  
somewhat less vulnerable to Internet diversion." Please provide the best 
statistical results, including T-tests, that you achievad with the variables for 
paper and broadband subscribers before you decided to reject them in this 
analysis. 

e. Please provide any other runs that you did where the dependent variable 
for Within County mail was something other than Whin County mail volume 
per adult per postal delivery day and explain why you did or did not take them 
into consideration in your analysis on this table. 

f. Have you examined the history of Within County rates in LR 73-1 or any 
other data describing the pattern of postage rate increases since 1970? If you 
have, please describe the period you examined, if any? 

g. Please describe your level of confidence in the own-price elasticities 
provided in table 225. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NNA 

h Please confirm that the changes in time trend since 1993 that you describe 
roughly equate to the time period in which US adults acquired new possible 
information substitutes, such as the Internet Can you explain why the 
amelioration in Within County that you see may have occumed within the time 
when information alternatives were growing rather than subsiding7 

i .  Do you attribute the decline in Within County mail volumes primarily to the 
factors under the column heading "Inflation" in Table 54? 

RESPONSE: 

a. It is my understanding that it is necessary to distribute copies primarily to 

subscribers in order to qualify for Penodicals rates regardless of whether the 

Periodical in question is a newspaper or not 

b. The seasonal coefficients presented in Table 55 on page 228 of my testimony 

are estimated empirically. That is, the extent to which these seasonal 

coefficients differ across different time periods form the basis for any 

assumptions which I have with regards to the periodicity of Periodicals Within- 

County mail volume. 

c. My estimate of the own-price elasticity of Periodicals Within-County mail is 

-0.141. This estimate has a standard error of 0.127, My estimate of the 

elasticity of Within-County mail with respect to empicyment of 0 876 has a 

standard error of 0.450. I am confident that each of these numbers represents 

the best possible estimate of the impact of these factors on Periodicals Within- 

County mail volume 

d. My most recent experiments with the price of paper and the number of 

Broadband subscribers as candidate explanatory variables were in preparation of 

my R2005-1 testimony. Econometric equations including these variables can be 

found in Library Reference LR-K-65, filed with that case, at pages 705 - 735 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF NNA 

e. I have not investigated any alternate dependent variables for Periodical 

Within-County mail other than per adult per Postal delivery day for at least the 

last several rate cases. 

f. The price of Periodical Within-County mail is an explanatory variable within 

my demand equation presented in this case. This equation is estimated over a 

sample period starting in 1983. 

g. I do not understand this question. My testimony does not have 225 tables 

and the table on page 225 (Table 54) does not present own-price elasticities 

The numbers shown in Table 54 are the estimated impact of various factors on 

Periodicals Within-County mail volume historically and through the forecast 

period used in this case. My confidence in these numbers is directly related to 

my confidence in my econometric estimate of the own-price elasticity of 

Periodicals Within-County mail. 

h Confirmed that the Internet has grown in importaice coincident with the 

positive time trend in the Periodicals Within-County demand equation that starts 

in 1993Q1. I can only surmise that the factors which have led to the amelioration 

of the negative trend in Periodicals Within-County mail volume over this time 

period have been largely unrelated to the coincident increase in the importance 

of the Internet. 

i. 

County mail volume as shown in Table 54. The primary factor driving the 

historical decline in Periodicals Within-County mail volume in Table 54 is Time 

Trends. 

No. Inflation has had a consistent positive influence on Penodicals Within- 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPST7-1. 

Have all data necessary to replicate all of the models outlined in the "LIBRARY 

MATERIALS" (herein referred to as "final model") been produced within the 
following library references LR-L-63. LR-L-64. LR-L-65. LR-L-66 (herein referred 
to LR-L-63 - 66) in the requested Data Format? If so, please describe its location 
within these files If not, please provide all the data necessary to replicate the 
models in the requested Data Format 

REFERENCE USPS-LR-L-64 DEMAND ANALYSIS ECONOMETRIC 

RESPONSE: 

Yes. All of the data used to produce all of the econometric models outlined in 

LR-L-64 are provided in the Excel file entitled R2006Data.xIs, which was 

provided with LR-L-64. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-2 

Have all data necessary to replicate all of the models outlined in the "LIBRARY 
REFERENCE USPS-LR-L-65 DEMAND ANALYSIS ECONOMETRIC CHOICE 
TRAIL" (herein referred to as "exploratory analysis") been produced within LR-L- 
63 - 66 in the requested Data Format? If so, please describe its location within 
these files If not, please provide all the data necessary to replicate the models in 
the requested Data Format 

RESPONSE: 

No Although it goes beyond my understanding of what Rule 31 requires, an 

updated version of R2006Data XIS, which includes all of the data necessary to 

replicate all of the models outlined in LR-L-65. is being attached as an Excel tile 

to this response 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-3 

Have all EViews programs and workfiles necessary to replicate all of the models 
outlined in the "LIBRARY REFERENCE USPS-LR-L-64 DEMAND ANALYSIS 
ECONOMETRIC MATERIALS" (final model) been produced within library 
reference LR-L-647 If not, please provide all the programs and workfiles 
necessary to replicate the models Please include a Glossary of Variable Names 
for each program provided 

RESPONSE 

Yes 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-4 

Have all EViews programs and workfiles necessary to replicate all of the models 
outlined in the "LIBRARY REFERENCE USPS-LR-L-65 DEMAND ANALYSIS 
ECONOMETRIC CHOICE TRAIL" ("exploratory analysis") been produced within 
the LR-L-65 library reference? If not, please provide all the programs and 
workfiles necessary to replicate the models Please include a Glossary of 
Variable Names for each program provided 

RESPONSE 

No Although it goes beyond my understanding of what Rule 31 requires, two 

EViews programs (Postcom T7 Q4 Attach 1 prg and Attach 2 prg), are 

electronically attached to this response The former of these EViews programs 

generates the regression output presented in section II of LR-L-65. while the 

latter EViews program generates the regression output presented in section IV of 

LR-L-65. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-5. 

Do each of the programs referred to in questions POSTCOM/USPS-T7-3 - 4 
include all necessary variables definitions as a function of the data provided in 
LR-L-63 to reproduce final model results? If not. please produce the additional 
programs and workfiles necessary to fully replicate the models outlined above. 
Please include a Glossary of Variable Names for each program provided. 

RESPONSE: 

All of the data used in my econometric investigations are either transformed 

within R2006Data.xls or within the EViews programs themselves. All of the 

variable names used by me in this case should be defined in the Glossary on 

pages 63-107 through 63-1 17 of Library Reference LR-L-63 filed by me in this 

case 
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TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-6. 

Are the contents of the tiles DEQN.PRG (the text of which starts on page 64-276) 
and demandequations.prg (a separate file in LR-L-64) equivalent? Refer to page 
38 of DEQN.prg with the line that reads: "%ols-start = "1993:l". If these files are 
not equivalent, please describe the differences and confirm which code produces 
the final model results. 

RESPONSE: 

Yes, as far as I know, these are identical. I do not understand the reference 

to "page 38 of DEQN.prg." As far as I can tell, this program only spans 30 pages 

of LR-L-64. If some differences do exist of which I am not aware, I am certain 

that the correct code is found in the EViews file, Demandequationsprg, filed with 

Library Reference LR-L-64 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-7. 

Have any calculated formula results in the Excel spreadsheets provided within 
library references LR-L-63 - 66 been overwritten using the 'Paste Special 
Values' feature in Excel, or been otherwise hidden or removed from view7 If so 
please produce versions of all Excel spreadsheets with all calculated formulas 
intact and operational 

RESPONSE: 

Not that I am aware of. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-9 

Please produce quarterly volume data for all variables underlying Tables 24 and 
25 of USPS-T-7 in all available years after 1970. including but not limited to 
volume data for Standard Regular mail Please deliver this data in the requested 
Data Format with an accompanying Data Dictionary If this data in the requested 
Data Format IS already available in library references LR-L-63 - 66, please 
describe its location within the files 

RESPONSE: 

The data used in my econometric demand equation for Standard Regular 

mail, the results of which are presented in Tables 24 and 25 of USPS-T-7 is 

presented in the Excel spreadsheet R2006Data XIS in LR-L-64 The derivation 

and descriptions of this data can be found in Library Reference LR-L-63 and in 

the Excel spreadsheets which were filed accompanying that library reference 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-10. 

Please produce details of the exploratory analysis of Standard Regular mail 
related to Tables 24 and 25 of USPS-T-7. including any variables included but 
not presented or examined, but excluded from the final analysis (e.g. prices 
of newspapers). Please provide all the programs and workfiles necessary to 
replicate the analysis. Please include a Glossary of Variable Names for the 
analysis provided. Please deliver all data in the requested Data Format with an 
accompanying Data Dictionary. If any or all programs, workfiles and data in the 
requested Data Format are already available in library references LR-L-63 - 66. 
please describe its location within the files. 

RESPONSE: 

The details of my exploratory analysis of Standard Regular mail are 

presented in my testimony (USPS-T-7) at pages 91 - 114 The Standard 

Regular demand specification is unchanged in this case as compared with 

R2005-1 The details of my exploratory analysis of Standard Regular mail in that 

case can be found in my R2005-1 testimony (USPS-T-7) as well as in my choice 

trail library reference in that case (LR-K-65) 
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TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-13. 

Please produce quarterly price and volume data of other parcel carriers, 
including but not limited to FedEx, UPS, DHL. etc. for all years after 1970 for 
which it is available (separately for all delivery methods including but not limited 
to ground delivery). Please deliver the data in the requested Data Format with an 
accompanying Data Dictionary. If this data is already available in the requested 
Data Format in library references LR-L-63 - 66. please describe its location 
within the files. Please include a detailed description and examples of the 
methodology used to adjust the UPS, FedEx. and DHL numbers for ground 
package delivery to the Postal fiscal year 

RESPONSE: 

Quarterly price and volume data for FedEx and UPS, to the extent to which I 

make use of them within my work in this case, can be found in the file Prices XIS. 

filed within LR-L-63, in this case, at sheets ‘UPSGround’. ‘FedEx’. and 

‘FedExGround ’ 

Although I am not familiar with them, I have been informed that other 

materials that possibly may include information of interest include 

Docket No R84-1 

USPS-LR-D-44 Express Mail Competitor Rates 

Docket No. R90-1 

USPS-LR-F-295 Twenty Years to Monopoly by United Parcel Service, Herbert 

Whitten & Associates, Inc. (May 3C, 1990) 

USPS-LR-F-296 UPS Combined Operating Statistics 

USPS-LR-F-304 Diskette for Musgrave Competitor Average Revenue Series 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-14. 

Please produce details of the exploratory analysis for other parcel carriers, 
including but not limited to FedEx, UPS, DHL. etc. Include any variables included 
but not presented or examined, but excluded from the final analysis. Please 
provide all the programs and workfiles and data necessary to replicate the 
analysis. Please include a Glossary of Variable Names for the analysis provided. 
Please deliver all data in the requested Data Format with an accompanying Data 
Dictionary. If these programs, workfiles, and data in the requested Data Format 
are already available in library references LR-L-63 - 66, please describe its 
location within the tiles 

RESPONSE: 

I do not understand what you are asking for here. I have made no exploratory 

analysis of any other parcel carriers beyond the cursory examination of their 

volumes presented within the body of my testimony 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-15. 

Please produce quarterly data for all variables underlying Tables 45 and 46 of 
USPS-T-7 in all available years after 1970, including but not limited to quarterly 
volume data for Bound Printed Matter. Please deliver this data in the requested 
Data Format with an accompanying Data Dictionary If this data in the requested 
Data Format is already available in library references LR-L-63 - 66, please 
describe its location within the files. 

RESPONSE: 

The data used in my econometric demand equation for Bound Printed Matter, 

the results of which are presented in Tables 45 and 46 of USPS-T-7 is presented 

in the Excel spreadsheet R2006Data.xls in LR-L-64 The derivation and 

descriptions of this data can be found in Library Reference LR-L-63 and in the 

Excel spreadsheets which were filed accompanying that library reference 
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TO INTERROGATORIES OF POSTCOM 

POSTCOM/USPS-T7-16. 

Please produce details of the exploratory analysis of Bound Printed Matter as 
presented in Tables 45 and 46 of USPS-T-7. including any variables included but 
not presented or examined, but then exctuded from the final regression analysis. 
Please provide all the programs and workfiles necessary to replicate the 
analysis. Please include a Glossary of Variable Names for the analysis provided. 
Please deliver all data in the requested Data Format with an accompanying Data 
Dictionary. If programs, workfiles and data in the requested Data Format are 
already available in library references LR-L-63 - 66, please describe its location 
within the files. 

RESPONSE: 

The details of my exploratory analysis of Bound Pnnted Matter are presented 

in my testimony (USPS-T-7) at pages 186 - 193 Expenments which led to 

changes to the Bound Printed Matter demand specification in this case VIS-A-VIS 

R2005-1 are presented in LR-L-65 at pages 526 - 609 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF POSTCOM 

POSTCOMIUSPS-T7-17. 

In analyzing the cross-price elasticities of BPM with respect to Media Mail, and of 
Media Mail with respect to BPM. have you considered the content restrictions on 
BPM and Media Mail that may restrict the eligibility of the mail volumes for each 
subclass? If so. how? What volume data forms the basis of your assessment of 
these cross-price elasticities? 

RESPONSE: 

I am aware that content restrictions may restrict the eligibility of mail volumes 

for each of these subclasses. It is my understanding that these content 

restrictions have remained unchanged over the sample period over which I have 

estimated these cross-price elasticities. Because of this, I did not believe that it  

was necessary to take explicit account of such restrictions. To the extent that 

such restrictions may limit the extent to which these two subclasses may act as 

substitutes for one another, this will be incorporated within the econometric 

estimates of the cross-price elasticities of these two subclasses with respect to 

each other. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO POlR NO. 8. QUESTION 4 

4. Please discuss the factors considered in the demand analysis of Classroom Rate 
Periodicals. Specifically, 
a. did you test the impact of primary and secondary school population trends 

on the combined demand equation for Nonprofit and Classroom 
Periodicals? 
Were any factors identified that contributed exclusively to the fluctuations 
in Classroom volume over the period 1970 to 2005? 

b. 

RESPONSE: 

No separate analysis of Classroom Rate Periodicals was attempted. It 

constitutes less than 4 percent of the combined volume under consideration 

a. No 

b. No 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO POlR NO. 8, QUESTION 5 

5. Please refer to your testimony where you state, at USPS-T-7 at 206: 'In addition 
to affecting the price of newspapers and magazines by being incorporated into 
subscription rates, the price charged by the Postal Service will also affect the 
demand for Periodicals mail directly by affecting publishers' decisions over how 
to deliver their Periodicals. For example. the delivery requirements of many 
weekly newspapers can be satisfied by either mail or private delivery." 
a. Has the Postal Service conducted any studies since the beginning of 

calendar year 2004 related to the feasibility of private delivery as an 
alternative to weekly newspaper delivery via the Postal Service? If so. 
please describe the findings. 
Do you consider the second sentence in quoted passage to apply equally 
to all copies of weekly newspapers, or primarily to those intended for 
delivery within the county of publication7 Please explain or clarify 

b. 

RESPONSE: 

a. Not that I am aware of. 

b. As a purely hypothetical. I would guess that the delivery requirements of many 

weekly newspapers be satisfied by either mail or private delivery regardless of the 

county of publication. Whether this sentence applies equally to all weekly newspapers 

is ultimately an empirical question which I have not investigated and for which I do not 

have the available data which would be necessary to investigate it .  On the other hand 

the general point I am making might also apply to certain daily newspapers with a 

national subscriber base, some copies of which are delivered by mail, and some by 

private delivery. 



1 2 7 9  

RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF VALPAK 

VPIUSPS-T7-1 

Please refer to your testimony, page 9, Table 1 

a. in column 2. does the 2005 GFY volume of ECR mail, indicated as 
31,966.424 million pieces, include ECR automation letters? If so, what was 
the volume of ECR automation letters in GFY 2005? 

b. (i) Does the 2008 GFY Before-Rates volume forecast for ECR mail (col. 4, 
33,295.868 million pieces) include ECR automation letters? If so. what is the 
volume of ECR automation letters included? 

(ii) Does the 2008 GFY After-Rates volume forecast for ECR mail (col. 7, 
29.346.81 1 million pieces) include ECR autoniation letters? If so. what 
is the volume of ECR automation letters included? 

RESPONSE: 

a. Yes. The volume of ECR automalion letters in GFY 2005 was 2,033.139 

million pieces 

b. (i) Yes. The before-rates volume of ECR automation letters in GFY 2008 is 

projected to be 2.1 18.585 million pieces 

(ii) No. 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF VALPAK 

VPIUSPS-T7-2 

a. Please refer to your testimony at Table 27 (USPS-T-7, p. 122), and please 
confirm that Table 27 indicates that the own-price elasticity of Standard 
(Commercial) ECR mail is estimated to be -1.079. If you do not confirm. please 
provide the correct figure for own-price elasticity of ECR mail. 

b. Please refer to your testimony in Docket No. R2005-1. at Table 1 (USPS-T-7. 
p. 9), and please confirm that Table 1 indicates that the own-price elasticity of 
Standard (Commercial) ECR mail was estimated to be -1.093. If you do not 
confirm, please provide the correct figure for own-price elasticity of ECR mail in 
Docket No. R2005-1. 

c. Referring to the own-price elasticity of Standard (Commercial) ECR mail in 
parts a and b, please discuss whether the decline in (absolute value of) own- 
price elasticity (from -1.093 to -1.079) is statistically significant. 

RESPONSE: 

a. Confirmed. 

b. Confirmed. 

c. The difference between these two own-price elasticity estimates is not 

statistically significant. The R2005-1 own-price elasticity estimate had a standard 

error associated with it of 0.220. The current own-price elasticity has a standard 

error of 0.175. The difference between these two own-price elasticities, 0.014, 

has an estimated standard error of 0.281 and is therefore not statistically 

significant at any meaningful level of significance 
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RESPONSE OF POSTAL SERVICE WITNESS THRESS 
TO INTERROGATORIES OF VALPAK 

VPIUSPS-T7-3 

a. Please refer to your testimony at Table 25 (USPS-T-7. p. 114), and please 
confirm that Table 25 indicates that the own price elasticity of Standard 
(Commercial) Regular mail is estimated to be -0.296. If you do not confirm. 
please provide the correct figure for own-price elasticity of Standard Regular 
Mail. 

b. Please refer to your testimony in Docket No. R2005-1. at Table 1 (USPS-T-7. 
p. 9). please confirm that Table 1 indicates that the Postal own-price elasticity of 
Standard (Commercial) Regular mail was estimated to be -0.267. If you do not 
confirm. please provide the correct figure for own-pnce elasticity of Standard 
Regular Mail in Docket No. R2005-1 

c. Referring to the own-price elasticity of Standard (Commercial) Regular mail in 
parts a and b, please discuss whether the increase in (absolute value of) own- 
price elasticity (from -0.267 to -0.296) is statistically significant. 

RESPONSE: 

a. confirmed 

b. Confirmed. 

c. The difference between these two own-price elasticity estimates is not 

statistically significant. The R2005-1 own-price elasticity estimate had a standard 

error associated with i t  of 0.076. The current own-price elasticity has a standard 

error of 0.072. The difference between these two own-price elasticities, 0.029. 

has an estimated standard error of 0.105 and is therefore not statistically 

significant at any meaningful level of significance. 
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VPIUSPS-T7-4 

Please refer to your testimony at Figure 6 (USPS-T-7. p. 116). 

a. Please confirm that the total volume of ECR mail in PFY 1996 was 
approximately 29.0 to 29.5 billion pieces. If not confirmed, please provide the 
total volume of ECR mail in PFY 1996. 

b. Please confirm that the total volume of ECR mail in GFY 2005 was 31.97 
billion pieces, as shown in Table 1 (USPS-T-7. p 9). If not confirmed. please 
provide the total volume of ECR mail in GFY 2005. 

c. Please refer to your testimony at page 120. lines 22-23 

(i) Please explain in more detail whal you mean by your reference to 'a 
26.4 percent decline in Standard ECR mail volume over the past ten 
years." 

(ii) Please reconcile the 26.4 percent decline in volume over the past 10 
years with your statement at page 115. lines 9-1 1, of your testimony that 
"[slince 119881 volume has been relatively flat, with 2003 volume of only 
29.3 billion pieces. Standard ECR volume has grown by about 9 0 percent 
over the past two years, however " 

RESPONSE: 

a. Confirmed. 

b. Confirmed. 

c. (i) The 26.4 percent decline to which I refer in my testimony refers to the 

estimated econometric impact of changes to the nominal price of Standard ECR 

mail as well as a dummy variable for R97-1, as described in that paragraph of my 

testimony (page 120, lines 16 - 23). This 26.4 percent figure is shown in Table 

26 of my testimony (page 118). in the row labeled "1 995 - 2005, Total" in the 

column labeled "Own-Price." The price of Standard ECR mail is actually entered 

into my demand equation in real dollars, after adjusting for the impact of inflation. 

As shown in Table 26 of my testimony, the 26.4 percent decline in Standard ECR 

mail volume due to nominal postage rate increases has, in fact, been nearly 

offset by the positive impact of inflation on real Postal rates, which has acted to 
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increase Standard ECR mail volume by more than 23 percent over this same 

time period. 

(ii) In addition to the impact of inflation on real postage prices, as explained in 

my answer to part (i), the negative impact of price changes on Standard ECR 

mail volume over this time period has been more than offset by other factors, 

including retail sales (+10.21 percent) and Investment (+ lo  36 percent). 
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CHAIRMAN OMAS: Is there any additional 

written cross-examination for Witness Thress? 

(No response. ) 

CHAIRMAN OMAS: There being none, that 

brings us to oral cross-examination. 

Three participants have requested oral 

cross: The Association of Postal Commerce and the 

Mailing Fulfillment Services Association; Greeting 

Card Association; and ValPak Direct Marketing Systems 

and ValPak Dealers Association. 

Mr. Volner, you may begin. 

CROSS - EXAMINATION 

BY MR. VOLNER: 

Q Good morning, Mr. Thrsss. My name is Ian 

Volner, and I ' m  going to be discussing some issues 

with you on behalf of the Association for Postal 

Commerce or PostCom and MFSA. 

I want to start with a general understanding 

of how you developed the volume estimates €or standard 

regular commercial mail. I think, although it's a 

little odd, I'd like to start with if you could turn 

to NAA-T-7-1 and your response to that, please? 

A Okay. 

Q You say in that response that you used RPW 

data for at least this final level of detail as 

Heritage Reporting Corporation 
( 2 0 2 )  628 -4888  



1 2 8 5  

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

1 5  

1 6  

1 7  

1 8  

1 9  

20  

2 1  

22 

23 

24 

2 5  

presented in Attachment A of your testimony. Now, 

there you were talking in the context of standard 

enhanced carrier route. 

Am I correct in assuming that you used RPW 

data with respect to the standard mail regular/ 

commercial regular as well? 

A Yes. 

Q Now, are you aware that the Postal Service 

has proposed some changes in the structure of the 

standard regular commercial category? 

A Yes. 

Q You were given a library reference that was 

prepared I believe by Mr. Kiefer which showed how the 

volumes in the base year would fit into the new 

categories. Is that a fair - -  

A Yes. 

Q Did you use that data in the development of 

your volumes for standard commercial regular? 

A I used that data in the development of the 

after rates price, which was used to make the after 

rates volume forecast. 

Q You used it in the development of the after 

rates own-price? 

1 Correct. 

Q Okay. And the own-price is done at the 

Heritage Reporting Corporation 
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subclass level? 

A For forecasting, I forecast at the category 

level. The own-price elasticity and the demand 

equation, those are done at the subclass level. 

When it comes time to make the forecast I 

actually forecast, for example, automation five digic 

letter volume is a function of the price of automation 

five digit letters specifically. Those prices would 

have been where I used Mr. Kiefer's library reference. 

Q Okay. When you then completed your -~olu-e 

estimates you did not estimate volume for, for 

example, the new category of non-flats machineables, 

did you? 

A Correct. Correct. 

Q So in some way you repackaged the 

information that was given to you from Witness Kiefer? 

A Yes. 

Q And how did you do that? 

A Witness Kiefer, in the information he gave 

me, essentially gave me essentially a matrix of how 

mail in old categories would cross walk into the new 

category, and from that I, again within a specific 

category, looked at what percentage of this category 

is going to go into the various new categories and 

applied, you know, the average of those proposed 

Heritage Reporting Corporation 
( 2 0 2 )  628-4888 
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prices and called that that would be the after rates 

price for the existing category. 

Q That would be the after rates prices for the 

existing category? 

A Correct. 

Q So then to the extent that there was volume 

in an existing category that had a price sensitivity, 

an own-price elasticity, the existing category would 

be reflected in that price? I mean the new categor;, 

would be reflected in that price, but would not be 

explicitly stated as a volume output? 

A Yes. 

Q Okay. Good. To put it another way, you 

didn't really apply the own-price elasticity 

explicitly to N F M s ?  

A That would be correct. 

Q Okay. What about there was another category 

which sort of existed in the past, and that is 

standard parcels. Did you explicitly apply an own- 

price elasticity to your volume forecast for standard 

parcels ? 

A N o .  My forecast distinguishes between 

letters and non-letters, so parcels would be a subset 

of non-letters that I don't make an explicit forecast 

of. 

Heritage Reporting Corporation 
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Q Now, one of the things that Mr. Kiefer did 

was within that non-flat machineable category is he 

had two different kinds of pieces, hybrid parcels and 

hybrid flats. 

I assume that you did not differentiate in 

the development of your volume estimates or 

elasticities? 

A Correct. 

Q Okay. This is a foolish question, but 

lawyers are known for foolish questions. Could yoc 

have developed a specific elasticity for non-flat 

machineables or, for example, for standard parce?s? 

A Probably not. In order to estimate an 

elasticity, a price elasticity, you need to have a 

history of volume and prices and at some point the 

prices need to change, so obviously you can't estimate 

a price elasticity for a literally new category for 

which there is no price history at all. 

In the case of parcels there is some price 

history. I'm not aware that there's a sufficiently 

detailed volume history that would allow one to 

estimate that though, 110. 

Q So that it's a problem of time series 

basically? 

A Yes. 

Heritage Reporting Corporation 
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Q Okay. Good. Let me ask a slightly 

different question. Did anybody from the Postal 

Service when they gave you Library Reference 6 8  

discuss with you the likely content? 

By content I'm not talking about shape. I ' m  

talking about what is an NFM in terms of its content? 

What is a standard parcel in terms of its content? 

A No. 

Q And you didn't do any investigation of t ha t  

issue either? 

A No. 

Q Another stupid question. Could you t u r n  :e 

NAA-2? I think that your answer to (B) is essent:al:y 

consistent with what you just told me if we applied it 

to the standard mail. 

A Yes. 

Q You forecast the volumes at the subclass 

level so that the volume of saturation letters in that 

case is forecasted by applying the own-price 

elasticity for the subclass - -  

A Yes. 

Q - -  to the price of saturation letters? 

What is the effect of a relatively small 

volume of mail in the development of the own-price 

elasticity at the subclass level? 

Heritage Reporting Corporation 
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A Well, on subclass volume the own-price 

elasticity is modeled as subclass volume as a function 

of subclass price and the subclass price is calculated 

as a volume weighted average of the individual 

category, so obviously the smaller volume you have in 

a category the smaller impact it would show up i n  the 

price variable and presumably the smaller effect it 

would have in the overall calculation of the price 

elasticity. 

Q Lawyers are known f o r  stating the obvious, 

but I will do it one time. So that a large i nc rease  

in the average price or the average revenue per p i e c e  

in a small category - -  for example, N F M s  or parcels -~ 

would not really have a significant effect on the own- 

price elasticity for the subclass? 

A It would depend on the specific magnitude 

and the specific impact you’re talking about. 

Ultimately it’s an empirical question as far as how 

much impact it would actually have. 

Q And you didn‘t really attempt to investigate 

that question? 

A I have not. I have not made any effort to 

look at or estimate separate price elasticity of, for 

example, standard parcels, no. 

Q Okay. Could you turn to GSA-8 and your 

Heritage Reporting Corporation 
(202) 628-4888 
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response? 

A You mean GCA, I assume? 

Q I'm sorry. GCA. I realize the response is 

rather long. The question is very long. What I'm 

particularly interested in is a discussion on the last 

page of that response in Item (E). 

A Uh- huh. 

Q You say that all other things being equal, 

ceteris paribus, a good is likely to be more own-price 

elastic the more available and closer are the 

substitutes for the pr9duct in question. 

In what sense are yo11 talking about product 

there? Are you talking about the subclass as a 

product or the particular category as a product? 

A In the context of this particular question 

I'm talking about first class single piece letters. 

I'm talking about the category at the level of detail 

at which I estimate the own-price elasticity. 

Q Okay. That's very helpful. In the next 

paragraph you point out, as economists always do, that 

ceteris is never paribus, that it: is never the case 

that all things are equal. 

You give an example, and I'd like to explore 

that -.xample with you a little bit. Your example is 

that the introduction of a new product may induce more 

Heritage Reporting Corporation 
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price elastic consumers to stop using the old product, 

which would have the effect of actually lowering the 

price sensitivity elasticity of the old product. 

Is it implicit in that example that the new 

product is lower priced than the old product? 

A I think so. 

Q Well, otherwise the more price sensitive 

people wouldn't move to the new product at all, 

assuming they had the choice. 

A Presumably. I mean, assuming you either 

have literally identical products or you're talking 

about price in such a way as to reflect any 

differences in quality. 

I mean, there are cases where some people 

may be willing to pay more essentially for a better 

product, but yes. Controlling for that, presumably 

more price sensitive people would be quicker to move 

to a lower priced product. 

8 Now controlling for the issue of quality, 

which is a very legitimate point., let us take a 

hypothetical case where the quality is the same, but 

the new product is priced higher than the old product. 

That would not have any effect on the 

elasticity of the old product, would it, because the 

more price sensitive people wouldn't be inclined to 

Heritage Reporting Corporation 
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deal with it? 

A Again assuming people have a choice between 

the old and the new product, I would presume that more 

price sensitive people would choose the lower priced 

product, but ultimately I’m an economist so I’ll say 

again ceteris is never par:bus so ultimately it’s an 

empirical question, and one would have to look at the 

data and see what actually happened. 

Q Now, you made an important observation 

there. You said assuming that the consumer, the 

consumer of the product, had a choice. 

What if, and this has happened outside t h e  

context of the Postal Service as well, as I‘m s u r e  

you’re aware, the provider ot: service says you no 

longer have a choice? 

Your product, which was formerly your mail 

piece or your telephone service or your fax for that 

matter which was formerly treated as old product now 

must be entered as new product. We’re not giving the 

choice anymore. 

That would not have any effect on the 

elasticity of the old product, would it, or any really 

readily measurable effect on the elasticity? 

A Well, again if you have a case where you 

have one existing product and you‘re going to split it 

Heritage Reporting Corporation 
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into two future products, one higher priced than the 

other, the average elasticity of the users of the 

original product, yes, their price elasticity 

presumably shouldn't change. 

It could be the case that the price 

elasticity of the high priced new product and the 

price elasticity of the low priced new product, they 

could differ. They could be the same. Again, that 

would depend on what the existing elasticities of 

those people were already, and all we know right ncw 

is what the average of the existing customers is. 

Again, it's an empirical question because 

you've got to wait and look at the data and see what 

it tells you. 

Q That helps me understand considerably what's 

going on. 

One further question about this sort of on 

this line. Would you turn to your response to 

Valpak-T-7-1? 

In Part (B) (2) you were asked whether your 

after rates volume forecasts for ECR includes ECR 

automation letters, -anu the reason for the question is 

that the Postal Service has proposed not to allow 

automation ECR letters. 

You said no, the enhanced carrier route 

Heritage Reporting Corporation 
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volumes do not include those letters that are no 

longer eligible. Where do they go? 

A They end up in standard regular automation 

five digit. 

Q They end up in standard regular automation 

five digit? 

A Yes. 

Q Now, the elasticity for ECR 

as the elasticity for standard regular 

A Correct. 

s not the same 

is it? 

Q In fact, generally it has been the case :!:ac 

the elasticity, the own-price elasticity, f o r  EC? 1s 

much more elastic? 

A Yes. 

Q So that the content, the character of the 

user, doesn't change, but the elasticity does? 

A Actually in this specific case, in this rate 

case, the elasticity doesn't actually change. 

I actually, as I said before, make forecasts 

at the category level so in my spreadsheet I have a 

column for ECR basic letters. I have a column for ECR 

basic non-letters. I have a column for ECR automation 

letters. 

In that column I have a measure of price, a 

price for ECR automation letters. The after rates 

Heritage Reporting Corporation 
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price for ECR automation letters in that case is the 

proposed price for standard regular automation five 

digit letters, again under the assumption that's what 

these people would pay because they wouldn't have the 

option of paying the ECR automation. 

I apply the ECR elasticity to those, and I 

get a forecast of that. I then just physically move 

that column from my standard ECR into my set of 

regular numbers so that in this particular case the 

effect of the price on those mailers is reflected 1:: 

the ECR own-price elasticity. 

Q That is very helpful. Now let me ask 0r.e 

further question. Let's go to standard parcels f o r  a 

moment. 

As you said earl er, there are some standard 

parcels rattling around in there and paying prices 

that are somewhat different than flats or letters and 

flats. Your elasticity estimates for parcel select on 

price elasticity are higher or lower than they are for 

standard regular? More price sensitive, the parcels? 

A Parcel select. You're talking like parcel 

post? 

Q Yes, basically. 

A Yes, parcel post is I think more price 

sensitive. It's more price sensitive than the 

Heritage Reporting Corporation 
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standard regular. 

Q Okay. In developing the volumes for 

standard regular parcels you used the standard regular 

own-price? 

A Yes. 

Q Okay. Let's go back for a moment if we can 

to GCA-T-8. There's one last line that I need to 

pursue with you. 

In that first paragraph where you' re talking 

about a good is more likely to be own-price elastic 

the more available and the closer are substitutes f o r  

the product, then you say the number and avai1abil:L:; 

of substitutes will lead to an increase in the own- 

price elasticity of the particular good 

Now, there you've used the word good, not 

product. Did you mean good in that situation? Good 

as for example a category, as oFposed to the product 

as a subclass? 

A Well, I ' m  speaking generally. I'm speaking 

kind of generally theoretically here, so in that 

sense, yes. It refers to the good. 

I mean, the own-price elasticities that I 

use are essentially average price elasticities of all 

consriers. The theoretical discussion here is sort of 

more applicable to the individual mailer, kind of the 

Heritage Reporting Corporation 
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individual mailer. 

Q Okay. Good. Now, in the development of the 

own-price elasticity - -  maybe an easier way to do this 

is could you turn to pages 98 and 9 9  of your 

testimony, please? You're talking about here the 

relationship between the internet and direct mail 

advert i s i ng 

Now, obviously elasticity is affected by a 

substitute only if it's a close substitute. Is that 

generally the case? 

A The closer the substitute the more 1ik.el.i 

you'll see an effect of an elasticity. That's I U S L  .I 

general rule, yes 

Q There is a variability in the standard mail 

regular equation to reflect certain kinds of internet 

activity. Is that correct? 

A No. The standard regular equation does not 

include any internet variables. The internet 

advertising variable here on page 98 and 9 9  is only in 

the enhanced carrier route equation. 

Q That's interesting. Why was that? 

A Empirically the variable didn't work in the 

stdndard regular equation. 

Q Meaning what that it didn't work? 

A Meaning that there was no statistical 

Heritage Reporting Corporation 
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relationship between internet advertising and standard 

regular volume when we put it in the equation, you 

k n o w ,  controlling for everything else. It was already 

in the equation. 

Q Were there other uses of the internet? I'm 

curious to explore whether you used those, but I 

suspect the answer is no. 

Let me frame it again. You had no 

knowledge, no information, about the content of either 

standard parcels or standard hybrid parcels or 

standard hybrid flats? 

A In general, no. 

Q Well, indulge me in the assumption that some 

parts of at least one and perhaps both of those 

subcategories are CDs, audio, cr D V D s .  They have 

alternative means of electronic distribution, don't 

they? 

A Yes. 

Q But that's not reflected in your analysis at 

all? 

A That's not reflected in my standard regular 

analysis, no. 

Q So to the extent that those pieces are being 

sent at enhanced carrier route rates they might be? 

A I mean, the enhanced carrier route equation 

Heritage Reporting Corporation 
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has an internet variable, and the standard regular 

equation does not have an internet variable. Again, 

the reason for that is j u s t  the empirical standard 

regular volume has not declined in the face of 

increasing internet advertising. 

To go back to a conversation we were having 

earlier, hybrid parcel and standard parcels are a 

relatively small proportion of standard regular, and 

it's hard as a result when you're looking at total 

standard regular to isolate these small impacts on 

small categories of mail. 

Q That helps. One last question on this ::ne. 

I finally got to my own interrogatories. Could you 

turn to PostCom-14? 

You said you made no exploratory analysis of 

any other parcel carrier. The question asked whether 

you had done any exploratory analyses of the possible 

effect of the FedEx, UPS, DHL and so forth on the 

variables in standard regular, and you said: 

"1 have made no exploratory analyses of any 

other parcel carrier beyond the cursory examination of 

their volumes presentecl within the body of my 

testimony . 

Do I take that to mean that there is no 

explicit variables for alternative delivery in 

Heritage Reporting Corporation 
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standard regular? 

A Correct. 

Q Is there a variable for alternative delivery 

in enhanced carrier route? 

A No. 

MR. VOWER: Mr. Chairman, that concludes m y  

questions. Thank you very much. 

Thank you, Mr. Witness. 

CHAIRMAN OMAS: Thank you, Mr. Volner. 

Next is Greeting Card Association, Mr. 

Horwood. Would you please introduce yourself ar.d y r n r  

organization for the record, please? 

MR. HORWOOD: Yes. I ' m  James Horwood 

representing the Greeting Card Association. 

CROSS-EXAMINATlON 

BY MR. HORWOOD: 

Q Good morning, Mr. Thress. 

A Good morning. 

CHAIRMAN OMAS: Could you speak up a little 

louder please, Mi-. Horwood? 

BY MR. HORWOOD: 

Q I'm James Horwood representing the Greeting 

Card Association. Good morning, Mr. Thress. 

A Good morning. 

Q Mr. Thress, is it appropriate for economic 
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purposes to consider a payments market as a competing 

market for goods and service for payments in the 

United States? 

A Yes. 

Q I'd like to turn you to pages 4 7  and 4 8  of 

your testimony. The tables there do reflect the 

payments market. Is that rigtit? 

A Yes. 

Q Does your testimony address whether mail has 

market power in the payments market? 

A I don't understand the question. 

Q Okay. As an economist do you understand 

what market power is? 

A Yes. I mean, my tescimony, my analysis, 

focuses on first class single piece letters and first 

class workshare letters at that level of detail 

because that's the level of detail which I'm 

interested in forecasting. 

While I discussed the payments market to the 

extent that it's important to understand the payments 

market because that's clearly one the markets in which 

mail exists, I'm not explicitly modeling the payments 

market. I'm explicitly modeling the demand for first 

class mail. 

Q Would it be possible to model the market for 
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payments? 

A In theory perhaps if one had sufficient data 

on payments and payments by type if one were 

interested in that. 

Q On Table 9 on page 4 8  the source you use is 

the Household Diaries study. Is that right? 

A Yes. 

Q And that study only considers household 

payments. Is that right? 

A Correct. 

Q So that would not be business-to-business 

payments? 

A Correct 

Q Does the Household Dkries study consider 

debit card transactions? 

A I honestly don't know. I assume debit card 

transactions are combined with credit card 

transactions, but I honestly do not know. 

Q Okay. If we assume hypothetically that 

debit card transactions were not included within 

credit card transactions would the numbers in Table 9 

be understated in terms of number of electronic 

transactions? 

1 I guess. 

Q And overstated in terms of mail payments? 
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Is that right? 

A Strictly in terms of percentages, yes. I f  

there's something missing and it's properly 

electronic, then yes, the electronic number should be 

presumably a little higher and the mail number 

presumably should be a little lower. 

Q And debit card transactions are electronic 

transactions? Is that right? 

A Debit card transactions are electronic, but, 

as I said, I don't know that they are excluded from 

this. 

Q The Household Diaries study does show a 

substantial erosion of mail's share of the market 13 

the household bill payment market during the period 

you looked at. Is that right? 

A Yes. 

Q Given such a decline in market share over 

that 10-year period, does that indicate to you as an 

economist that mail's market power in the household 

bill payment market is declining? 

A Yes. 

Q On page 4 7  in Table 6 you show the annual 

numbers of non-cash payments, and your source there is 

Federal Reserve and Dove Consulting. 

That source is not just household payments. 
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That's all payments. Is that right? 

A That's my understanding, yes. 

Q Debit card transactions are included within 

that study. Is that right? 

A It appears so, yes. 

Q Yes. There's a separate line item for them. 

That's a growing share of the total non-cash payments. 

Is that right? 

A Yes. 

Q You have a line there that shows All 

Electronic. Which of the categories above that are 

included in coming up with All Electronic? 

A I believe it's the sum of ACH Debit and EDT. 

Q It does not include credit card 

transactions? 

A Looking at the numbers, it does not appear 

to include credit card transactions. Correct. 

Q Are credit card transactions electronic 

transactions? 

A In some sense. 1 mean, I suppose it depends 

on your definition of electronic. Credit card 

transactions presumably would be electronic at the 

point of purchase. 

The distinction there would be that a credit 

card bill is ultimately paid, so the credit card 
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transaction could still involve the use of checks, 

which is the relevant issue being looked at here. 

Q For purposes of considering electronic 

diversion, are credit card transactions transactions 

that are going to be sublect to the electronic 

diversion that you're looking at? 

A Credit cards represent an alternative to the 

mail for certain payments, yes. 

Q Are mail payments a subset of the payments 

by check? 

A I presume so. 

Q They presumably would be the larger share ~f 

it? Is that right? 

A I assume so, yes. 

Q If we consider credit card transactions to 

be electronic transactions, and electronic 

transactions account for well ov2r half of the total 

non-cash payments. Is that right? 

A Yes. 

Q And is that a trend that's increasing? 

A It appears to be, yes. 

Q Would you expect the percentage of 

electronic transactions as a total to be higher in the 

future? 

A Probably. 
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Q Would the fact that the payments by mail as 

reflected here or can be extrapolated from here are 

well under half of the total suggest that mail does 

not have market power in the payment category? 

A Not necessarily. Again, it's hard to say 

exactly how mail payments fit into Table 6 since 

they're some subset of checks, but while it's true 

that checks are less than half of the total non-cash 

payments, checks are the largest component of non-cash 

payments. 

Again, we're turning to Table 9 .  E v e n  ii: 

2005 more than 65  percent of all household bills '&ere 

paid by mail, so mail is still a significant and 

probably the most significant means of paying bills in 

this country. Despite the fact that its share has 

declined, it retains a significant market presence. 

Q If we assume that debit card payments are 

not included in the Household Diaries study then the 

share of payments by mail would be less than reflected 

here, is that right, on Table 9? 

A If we assume that debit cards are not 

included, which I again am not necessarily willing to 

concede as a valid assumption. 

Even so, I can't imagine that debit card 

payments would push the percentage of the share of 
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household bills paid by mail below - -  I would be 

surprised if it pushed it as low as 60 percent, and 

certainly it would still be well above 50 percent. 

Q Although Table 6 indicates that debit card 

payments at least in 2003  were what, about 2 0  percent 

of the total non-cash payments? 

A Right, but not a l l  debit card payments, and 

the same is true of credit cards. Not all debit card 

and credit payments are bill payments. 

You know, if I go to the store and I buy '1 

sweater I'm not paying a bill per se in any meaningf:.: 

way that ever would have been paid by the mail. I 

don't have the choice of paying for that by mail. 

I mean, while it's true that credit cards 

and debit cards can be used as substitutes for 

specific bills - -  I can pay for my newspaper by credit 

card. I can pay recurring bills. I think I can pay 

my phone bill by credit card, that sort of thing. 

That's a relatively small set of total credit card and 

debt card transactions. 

Most credit card and debit card transactions 

are not of the same nature of what would properly be 

viewed as the payments market to the extent that we're 

interested in looking at the payments market in which 

mail is a player. 
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Q Do you know whether debit cards are being 

increasingly used in place of store charge accounts? 

A I have no idea. 

Q Now, would you agree that first class mail 

competes with other competing substitutes in the 

payments market in the United States? 

A Yes. 

Q In what terms do they compete? 

A I mean, you know, for any particular payment 

there are alternative methods of making that paypent. 

Depending on the specific payment, those specific 

alternatives will differ, and they'll differ in 

regards to price, in regards to timing, in regards to 

speed, reliability, any number of factors. 

Q Price then is one of tb.e factors in which 

they compete? 

A Price may be a factor in which they compete. 

Q Staying with price competition, are you 

aware of a proposed rule by the Securities and 

Exchange Commission that would propose a change in 

rules to permit the issuers of securities to post 

proxy materials on the internet rather than mailing 

them to shareholders? 

A I was not specifically aware of that. 

Q To the extent that there were going to be 
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such a shift that would affect the volume of first 

class mail? Is that right? 

A Yes - 
MR. KOETTING: Could I get  a clarification? 

When you say first class mail there are you including 

Priority Mail as a subclass of first class mail, or 

were you referring specifically to the letter subclass 

of first class mail? 

MR. HORWOOD: I guess all of first class. 

MR. KOETTING: Thank you. 

BY MR. HORWOOD: 

Q Mr. Thress, how does an internet user 

variable account for the behavior of a regulatory 

change such as that that would be proposed in the 

hypothetical I gave you? 

A The internet variables as I include them in 

the first class equation reflect a growing use of the 

internet as an alternative to first class mail. The 

SEC proxy rule example that you give would be an 

example of an increased use of the mail. 

An increasing use of on-line bill payment 

would be an example of this increased use of the mail. 

The encouragement by the IRS of electronic filing 

would be an example of the increased use of the mail. 

All of these things would be reflective 
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within the single variable because it's simply not 

practical to isolate very specific cases such as this 

SEC rule change and try to identify each specific 

example of electronic diversion and try to quantify 

each specific case of electronic diversion and simply 

sum them up. 

That's simply not practicable because the 

internet is becoming so ubiquitous that it affects 

first class mail in many different ways, in many 

different levels, and that's what this variable is 

trying to measure. 

Q In your projection and in your variable 

you're kind of taking kind of the past as being the 

prologue for the future. Isn't that right? 

A Yes. 

Q So if there were a significant change that 

affected the volume of mail then that wouldn't be 

captured by just projecting from the past unless there 

were other offsets, assuming no other offsets ceteris 

paribus? 

A well, again assuming you're talking about 

this proxy rule of the SEC, this would be a parallel 

to past things such as the direct deposit of social 

security checks, direct deposit of IRS refunds, 

electronic filing of tax returns, electronic bills and 
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statements, all sorts of things which have been 

growing in importance, growing in quantity. This SEC 

rule would simply be another example of this. 

Q But your study in effect assumes that this 

would have about the same percentage effect as these 

other changes in the past have had? Is that right? 

A My model assumes that the level of diversion 

of first class mail will continue at approximately the 

same rate as it has recently. 

Q I’d like to refer you to your response to 

GCA Interrogatory 4 .  

In your response to Question ( A )  you Ca!k :n 

terms of your personal situation in which you indicate 

that because you already had a computer and internet 

access your marginal cost of moving to on-line bill 

payment was effectively zero. Is that right? 

A Yes. 

Q This in other words means that zero margin 

cost/zero price? 

A Yes. 

Q Wouldn‘t zero cost/zero price be price 

competition? 

competition you could have? 

Isn’bthdt the most aggressive price 

A I mean, yes, in that sense it would be true 

to say that they are competing in terms of price. 
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Q When you talk about zero cost, in order to 

engage in on-line banking you had to incur the fixed 

cost of buying the computer. Is that right? 

A Yes. 

Q And you have to pay a monthly fee to have 

internet access? Is that right? 

A Yes. 

Q So it’s not cost free, but it’s marginally 

cost free? 

A It’s marginally cost free. As I said, 1 

already owned a computer. I already was payinq f z r  

internet access for other reasons so from t h a t  

perspective the marginal cost is zero. 

No, the cost of on-line bill paying is non- 

zero, and to the extent that on-line bill paying is 

maybe what induces someone to get the internet there 

may in fact be some non-zero cost reflected in their 

choice of such a thing. 

Q Do you recall that at. one time banks 

initially charged for on-line banking and then 

eliminated those fees? 

A Yes 

Q Is it fair to say that your model has no 

inputs that measure price competition between first 

class mail and electronic substitutes? 
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A No, that's not fair. 

Q How are they captured? 

A Again, the internet variables which I 

include in my first class equations reflect the 

increasing use of the internet for these transactions. 

To the extent that's the reason why people 

are choosing to use the internet for these 

transactions is because of declir,ing prices of these 

things, then the impact of those prices on first class 

mail will be reflected in the coefficients on those 

variables. 

Q But again you're assuming behavior that's 

inconsistent with what it's been in the past. Is :hac 

right? 

A Yes. Everything I de, the entire foundation 

of my testimony, in all respects is that the past is 

the best predictor of the future. That's what you do 

in econometrics. 

Q If there are known changes, K-N-0-W-N, would 

those be reflected so that you would adjust the 

history to reflect the known changes going forward? 

A Purely theoretically, yes. If I had reason 

to believe some historical factor was going to change 

in some identifiable, quantifiable way in the future 

then yes, I would adjust the forecast to reflect such 
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a thing. 

Q In your projection, what rate did you assume 

for first class letter mail? 

A The before rates price was 3 9  cents, and the 

after rates price was 42 cents, you know, plus all the 

various addition allowance and the letter and parcel 

rates and all that stuff. 

Q If we assume hypothetically that the first 

class letter rate were going to be 50 cents instead of 

42 cents, would that be captured in your projection? 

A I mean, I would make a new - -  you know, :;cu 

could plug in a 5 0  cent price ?nstead of 42 cents in 

the price and make a new forecast. 

Yes, I think that would be the best forecast 

of what first class volume would he if there were 50 

cent stamps. 

Q Because the fact you'd have a rate increase 

instead of three cents of 12 cents wouldn't affect the 

way in which you would project your model? Is that 

right? 

A If I understand your question, no, it would 

not affect the way I project the model aside from the 

obvious that I would project the volume as a function 

of th- different price. 

Q Yes. Let's assume instead of 50 cents we're 
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talking about a first class letter rate of 75 cents. 

Would you change your model? 

A I mean, there becomes a point where a 

proposed price change could be so large as to call 

into question the believability of history. 

I mean, again going back to what I said 

earlier, I ' m  projecting on history. Technically 

econometric estimates are most valid over the range, 

you know, within the range of the data over which the 

elasticities are estimated. 

I don't believe there's ever been a case 

where the single piece first class stamp pr:ce 

doubled, so I can't say for certain what the impact ct 

doubling the first class stamp price would be. 

Again, that would be a significant enough 

change so that would be something that we would want 

to take a special look at and perhaps try and do some 

market research or try and figure out something. 

You know, that's so far beyond the realm of 

what was realistically considered by the Postal 

Service and what I presume is going to be 

realistically considered by the PRC that I wouldn't 

know how to begin to answer that question. 

Q You haven't or, to your knowledge, has the 

Postal Service considered whether market research 
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would indicate that a three cent increase in the first 

class rates would change behavior? 

A I'm not aware of any market research, but 

again three cent rate changes have happened before and 

they'll happen again. That's within the realm of what 

we've seen historically so I have more confidence in 

my model's ability to predict the impact of a three 

cent rate change. 

Q Over what period of time would you have that 

level of confidence? Over what period of time going 

forward? 

A Forever. 

Q Okay. Well, there is something called a 

forever stamp, but that's a different issue. 

You worked closely wiLh Mr. Bernstein. Is 

that right? 

A Yes. 

Q If I could ask you if you have a copy to 

refer to page 8 of his testimony? Page 1 8 .  

A I don't, but I assume someone can hand it to 

me. 

MR. HORWOOD: If counsel could provide it? 

I ' m  not going to be cross-examining on it. 

use it as a point of reference. 

I want to 

MR. KOETTING: Page 8 was that? 
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( 2 0 2 )  6 2 8 - 4 8 8 8  



1318 

1 

2 

3 

4 

5 

6 

7 

0 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

MR. HORWOOD: Page 18. I'm sorry. 

BY MR. HORWOOD: 

Q Table 4 shows sources of electronic 

diversion by type of first class mail and possible 

sources of electronic diversion. Do you see that? 

A Yes. 

Q Among the examples that are cited are health 

records, architectural plans, invitations, 

photographs, .pdf attachments. Do you see that? 

A Yes. 

Q Are these examples types of materials a n d  

communications that are going to be sublect to 

electronic diversion? 

A Yes. 

Q These aren't included within the payments 

market that we were discussing earlier. Is that 

correct. 

A Correct . 

Q So in addition to bills, bill payments, 

statements, there is a large universe of other types 

of communications that are going to be subject to 

electronic diversion? 

A Yes. 

Q And that's with respect to first class mail? 

A Yes. 
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Q And the kinds of items we've just been 

discussing are typically sent by first class mail? Is 

that right? 

A To be honest, I don't necessarily know how 

architectural plans or health records are typically 

sent. 

Q Would you agree that there is a price 

competition between these non-payment first class ma:? 

and electronic substitutes? 

A I assume that price is one of the factors 

that determines how these things are sent, y e s .  

Q That's all I have on tnat page. 

Please refer to your response to G G l  

Interrogatory 8. In the introductory section of the 

response you say, don't you, that you would expect the 

prices of single piece first c1.ass letter mail and 

electronic alternatives to that mail to be 

uncorrelated? 

A Yes. 

Q Let's consider a firm that is faced with 

emerging competitive substitutes for its product where 

the substitute would be priced lower than the 

incumbent's product. 

Would you expect the incumbent firm to at 

least consider competing on price with the emerging 
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substitute? 

A I assume the incumbent firm would at least 

consider that, yes, to the extent that it were 

possible. 

Q If the incumbent firm did decide to try 

competing on price, would the prices of the incumbent 

product and the substitute product be correlated? 

A Probably. 

Q Do you think it's likely that single piece 

first class letter mail is migrating to electronic 

substitutes to some extent because of the relati..7e 

prices of these two different media? 

A I think it's true that this migration is 

because of the relative prices, but what's driving the 

change in the relative prices is that the price of 

electronic alternatives is declining so that it's the 

price of the electronic alternative that is driving 

the substitution much more so, in my opinion, than the 

price of first class single piece letter stamps, which 

essentially in the long run are unchanged relative to 

inflation. 

Q If we assume that there was a price 

elasticity approaching one or greater than one, should 

the Postal Service consider a price reduction to 

maintain volume and maintain revenues? 
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A Mathematically if a product has a price 

elasticity greater than one and you lower the price 

then that will increase gross revenue. First class 

mail is not an example of such a product. 

Q Do you know whether there are subcategories 

of first class mail that would be subject to such an 

elasticity? 

A No. 

Q Are you familiar with the Postal Service's 

negotiated sales agreements? 

A I'm aware of their existence. 

Q What is your understmding of what they are? 

A My understanding of negotiated service 

agreements are that the Postal Service offers 

discounts to specific mailers for specific purposes. 

Q Would you say that the Postal Service's 

offering of those kinds of discounts is an effort to 

take competitive steps in pricing or by pricing? 

A I'm going to be honest. I'm not involved in 

negotiated service agreements at all, and I really 

couldn't speak to the Postal Service's thinking in 

undertaking such things. 

Q Your testimony estimates the own-price 

elast'-city for first class single piece mail and first 

class workshared mail separately. Is that right? 
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A Yes - 
Q And you indicated before you don't attempt 

to estimate a demand elasticity of first class mail 

payments as a separate category. Is that right? 

A Correct. 

Q Is there any reason to believe that the 

elasticity of first class payments mail is similar to 

the elasticities you calculate for first class single 

piece mail or first class workshared mail? 

A My understanding is that payments represen: 

a significant portion of first class mail, so to t h a t  

extent I'm fairly confident that the own-price 

elasticities of that type of mail are at least larqel;,. 

similar to my estimates for first class mail as a 

whole. 

Q What is your basis for that confidence? 

A Well, again my understanding is that, for 

example, first class single piece mail - -  I believe 

that the majority of first class single piece mail 

represents payments, bill payments, so to the extent 

that if, you know, the own-price elasticity of bill 

payments were significantly greater or significantly 

less I think that would be reflected in the aggregate 

price elasticity I'm estimating for first class single 

piece as a whole. 
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Q Are you talking there about the household 

market, or does that include business-to-business 

transactions also? 

A I have less information on business-to- 

business transactions because, as you said earlier, 

the Household Diaries study doesn’t reflect those so I 

was thinking primarily of household. 

Again, I think household makes up a fairly 

large proportion of first class single piece mail. I 

don’t have the numbers in front of me. I’ve seen 

numbers. Like I say, I thought bill payment was the 

most significant chunk of single piece first class. 

Q Would you agree with the characterization 

that in recent time periods multi-year decreases in 

first class mail volume is unique as compared with 

what happened in the past? 

A First class mail. volume has been declining 

much more over the past three to five years than it 

has historically, yes. 

Q And in recent years the volume of standard 

mail has exceeded first class mail volume. Is that 

right? 

A Yes. 

Q And is that unusual compared to the past? 

A Standard mail volume historically has grown 
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faster than first class mail volume, although I 

believe the difference is growing. 

Q Have you given any consideration in your 

study to the drivers and economic factors that cause 

diversion? And by diversion I mean electronic 

diversion. 

A Right. Yes. 

Q What are the factors that you considered? 

A Primarily the factors that are driving 

electronic diversion are the increasing penetration 

the internet and technological advances which make 

diversion more possible, more economical, more 

economically advantageous from the point of view f r m  

the people developing the technology. 

Q Those aren't all the factors, but those are 

the principal ones? 

A Those strike me as the principal ones. 

Q I would like to refer you to your 

interrogatory response to ABA/NAPM, referring to your 

Response 1. 

Econometric models yield numerical results. 

Is that right? 

A Yes. 

Q And that's one of the core benefits of 

econometric models is it gives you an objective 
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numeric output that essentially speaks for itself? Is 

that right? 

A Yes. 

Q An elasticity value of negative 0.130 would 

indicate a lower elasticity than an elasticity of 

negative 0.329. Is that right? 

A Yes. 

Q Your model in 2005-1 estimated an own- 

elasticity of demand for first class workshared mal: 

of a negative 0.329. Is that right? 

A Yes. 

Q And in this case your estimated own- 

elasticity of demand for first class workshared 1s a 

negative 0.130. Is that right? 

A Yes. 

Q The results of your model in this case 

indicate, doesn't it, then that the demand for first 

class workshared mail in I guess less than one year 

has become substantially more inelastic than it was 

the previous year? Is that right? 

A No. 

Q Isn't that what the numbers show? 

A No. The numbers show that my estimate has 

declined from minus .329 to minus .130, but my current 

estimate is that the own-price elasticity of first 
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class workshare letters is now minus .130 and was a 

year ago minus .130. 

Q So you’re saying that your previous model 

was flawed? Is that right? 

A Yes. I’m saying my previous estimate was 

less accurate based on new infomation and a 

reevaluation of the existing information. I have 

revised my estimate, yes. 

Q What is the new information that led you to 

that conclusion? 

A The new information which led me to that 

conclusion was in part the existence of three 

additional quarters of data and was also a 

reevaluation of what happened to workshare letters 

volume beginning in 2002 quarter four and into 2003 

and 2 0 0 4 .  

In particular, upon reexamination that seems 

to have been a case of increasing electronic diversion 

as opposed to whereas the previous model attributed 

some of that loss in volume to a rate change that took 

place in June on June 30, 2002. 

Q Are you finished? 

A Yes. 

Q Does that indicate then that the past was 

not a good predictor of the future with respect to 
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that subclass of mail for that period of time? 

A For that period of time. For that period of 

time, yes. 

Electronic diversion was a new and emerging 

factor which affected first class workshare letter 

volumes beginning at the end of 2002 and into 2 0 0 3  and 

2004  in a way which had not been previously seen prior 

to that. Yes. 

Q Are there factors of which you’re aware that 

are going to affect the amount of electronic diversion 

going forward in a different way than the past? 

A Not that I’m aware cf. 

Q Would a major technological change that 

allowed much more robust broadband availability than 

the past be the kind of factor tb.at would affect 

whether or not the past is a gocd predictor of the 

future? 

A It could be. I mean, it’s hard to think of 

specific examples of the types of things that could 

lead to unexpected changes because presumably if I 

could think of them I might be better able to expect 

them. 

Q Are you aware of anticipated changes in the 

avail3bility of broadband throughout the United 

States? 
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A Yes. 

Q Do you believe that those changes would be 

significant? 

A I think in general my understanding of 

increasing speed of broadband, increasing availability 

of broadband, those are changes that are along the 

lines of what we've seen before, a continuation of t h e  

general trend we've seen historically toward 

electronic diversion. 

I personally don't foresee that sort of 

thing leading to some kind of dramatic shift in t h e  

extent of electronic diversion in the same way t h a t  A'*) 

saw again in the summer of 2002 there seemed t o  be a 

more discreet shift in the extent to which electronic 

diversion, which we kind of always knew was a threat 

That's sort of when it first started showing up in the 

numbers in workshare letters. 

The sort of things you're talking about, my 

understanding is that's just going to lead us to 

continue to see the sort of trend that we've seen 

historically and that I am predicting in the future. 

We're going to see ever increasing electronic 

diversion. 

Q Are you aware that some places are 

considering offering free Wi-Fi service to everybody 
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within a city? 

A Yes. 

Q Would you expect that to have a change in 

availability of broadband in a significant way? 

A Again, ultimately it's simply a continuation 

of the existing trend. The existing trend is towards 

more internet access, toward higher speed internet 

access. You know, this is one example of the 

continuation of that trend. 

Q In order to estimate electronic diversion 

you have included both an nternet variable and a 

broadband variable in your model. Is that right? 

A The single piece letters equation includes 

an internet variability, and the workshare letters 

equation includes a measure of the number of broadband 

households. Yes. 

Q What was your basis for using these 

particular variables? 

A Econometric experimentation with a number of 

variables, and they tended to work best. They tended 

to best explain the historical changes in volumes that 

we've seen. 

Q You didn't consider a variety of behavioral 

and competitive factors and say to yourself that one 

or the other is the best predictor of electronic 
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diversion of single class first class mail as a proxy 

for the number of internet users and therefore I ' m  

going to use that in my model? 

A Can you say that again? 

Q You didn't consider a variety of behavioral 

and competitive factors and say to yourself the best 

predictor of electronic diversion of single piece 

first class mail is a proxy figure for the number of 

internet users and that's what I ' m  going to use in m:f 

mode 1 ? 

A Again, I tried a variety of variables ~lh::?, 

either measure or reflect electronic diversion. Yy 

R2005-1 testimony, USPS-T-7 in that case, discussed 

this in great detail. 

I tried several measures of the internet at 

large. The ISP variable that I ultimately used, I 

looked at time spent on the internet, I looked at the 

number of broadband households. I also looked at some 

specific measures of diversion. 

I looked at NATCHA transactions. I looked 

at electronic bill payment data from the Household 

Diaries study. I trieu all these various variables 

and concluded that the variables which I ultimately 

ended up including in my equations did the best job of 

explaining historical impacts of electronic diversion 
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on first class mail. 

Q About how many different specific demand 

equations did you run before selecting that one? 

A Twenty or 30. 

Q In your Library Reference L-65, which is 

Demand Analysis Econometrics Choice Trail, you state, 

and I'm referring to page 128. I don't know if you 

have to get it in front of you. 

You state, "Possible explanatory variables 

are investigated as candidates for inclusion in 

specific demand equations." Is that the 2 0  or 3 C  

variables that you looked at? 

A The equations that are presented here In 

Library Reference L-65 are a set of equations that I 

looked at in this case. 

Like I said, before R 2 0 0 5  I actually did a 

fairly more comprehensive analysis of alternate 

internet variables whereas the equations presented in 

L-65 in this case were more focused on alternate 

specifications of the variables within the equation. 

My answer of 20 to 30 to your first question 

was referring to before R2005 .  Before this case I 

think there were like 23 equations or something that I 

present here. 

You know, trying to model electronic 
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diversion econometrically is an ongoing process 

precisely because of the facts that we've been 

discussing; that it's difficult to anticipate, it's 

difficult to completely understand the past because 

electronic diversion is such a diffuse process that it 

can affect different subsets of mail in very differer.t 

ways and so it's a process that we have to constantly 

reevaluate and make sure that we're making the best 

possible estimates of. 

Q You say on page 1 2 8 ,  and I think this is 

also in your testimony and answers to interrogatc:-:v:;. 

that the principal regression diagnostic that you 

considered choosing among the candidate equations xar, 

the mean-squared error. Is that right? 

A Yes. 

Q Is there a widespread acceptance in the 

field of econometrics that the degree of mean-square 

error is the principal diagnostic device that should 

be used to choose among competing econometric 

equations? 

A I think so. 

Q Do you know or can you indicate what 

authorities in the field would state that the degree 

of mean-square error is the principal diagnostic 

device that should be used? 
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A I don't have anybody off the top of my head. 

Mean-squared error is what we've been using in Postal 

work as long as I've been doing Postal work, which is 

14 years now, and it's what I do in my work and it's 

what my colleagues tend to do in their work. 

I'm not aware of a lot of written authority 

on the empirical evaluation of equations, to be 

honest. Most of the written work deals with the 

theoreticals, the underlying mathematics. 

I mean, mean-squared error is sort of the 

most - -  in my mind it's the simplest choice, as I 

explain in my responses to one of your questions. The 

goal, the basic goal of most econometrics and in 

particular the generalized lead squares that I do, 1s 

to minimize the sum of square residuals or to minimize 

the variance essentially of the model. 

The mean-squared error measures the variance 

of the model so to that extent it's the most 

straightforward diagnostic. It tells you, you know, 

precisely if your model is doing what it's supposed to 

be doing. 

Q Can you indicate when the last time was that 

you surveyed literature concerning the issue of 

methclological approach for choosing between and among 

econometric models? 
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A As I said, I'm not aware that there's very 

much literature at all on that particular subject, and 

it probably has been several years since I've looked 

for it. 

Q Are you familiar with Cox's work and the 

work building on Cox as appropriate ways to test 

families of hypotheses? 

A Yes 

Q Do you know whether Cox's work suggests u s e  

of mean-square error? 

A To be honest, I don' t recall. 

Q Did you use any other test besides mean- 

square test to evaluate whether mean-square was an 

appropriate methodology to employ? 

A I don't understand your question. 

Q Do you know what a J-test is? 

A I've heard of it, but I don' t know what it 

is off the top of my head, no. 

Q You know what an R-squared analysis is? 

A I know R-squared, yes .  

Q And you did make a check on R-squared? Is 

that right? 

A I present R-squareds in my work, yes. 

Q But you don't rely on R-squared? Is that 

right? 
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A In general, no. 

Q Why not? 

A A s  I explained in my response to one of your 

interrogatories, I find that in time series work 

particularly in the case of variables which have 

obvious and persistent trends in them, which is true 

of many cases of mail, R-squareds tend to be 

misleadingly high in a way which simply reflects that 

the equation exhibits a great deal of variance, most 

of which can be explained by the inclusion of simple 

trends and seasonals 

You know, the example I gave in the 

interrogatory response was the case of mailgrams. 

which is an equation which is a. terribly poor 

equation. The mailgrams volume is highly erratic, but 

has also exhibited a long-term negative trend to the 

point where it's now literally zero. 

We see an R-squared in the mailgrams 

equation of . 96 ,  which at cursory glance suggests that 

we have a fairly good fit on mailgrams, and in point 

of fact we don't. The average error term in the 

mailgrams equation is well over 20 percent in absolute 

value. It's just that we exp la in  the trend portion. 

Again, as I said, the goal here from my 

perspective is not to maximize the explained 
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variation. It's to minimize the unexplained 

variation. In that sense, mean-squared error measures 

what we're trying to optimize in a way that R-squared 

doesn' t. 

Q Are you familiar with out-of-sampllng tests 

as used to test and select between and among 

econometric models? 

A Yes. 

Q What is an out-of-sampling test? 

A An out-of-sampling test would involve 

estimating your equation over a shorter sample pericd. 

going out of the equation sample, but within the 

period where you still have historical data and 

measure forecast errors there and essentially choose 

the model in such a way as to minimize your forecast 

error, your out-of-sample forecast error. 

Q Is the use of out-of-sampling tests well- 

recognized in the econometric field as a method for 

testing an econometric model and selecting between and 

among models? 

A In general, yes. 

Q You didn't employ an out-of-sampling test? 

A I did not employ an out-of-sample test, no. 

Q What is a standard T-test? 

A A standard T-test measures the significance 
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of how significantly different an estimated 

coefficient is from zero, essentially the significance 

of the coefficients, the variables you've included in 

your equation. 

Q Some of the equations that you evaluated, 

but did not select, had better T-values than the 

equation you did select. Is that right? 

A In some cases, yes. 

Q Assume hypothetically that you've been hrr-ed 

by a manufacturing company for example General Motors 

to address issues concerning the elasticity of de-a::d 

for its products. Would you use the same kind of 

econometric methodology used in this proceeding t 3  

make your evaluation? 

A Generally. I mean, it would depend on the 

data they had available, it would depend on an 

understanding of the specifics of their market, the 

specifics of who their competitors are, what data is 

available on their competitors, but in terms of the 

underlying econometrics, in terms of the sort of 

things we're talking about as far as how I would 

choose Model A versus Model B, yes, I would do the 

same sort of stuff. 

Q Would you look at a more short run time 

period than you used here? 
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A That depends on the data available. Partly 

it depends on what your question is and partly it 

depends on how much data is available. You can't look 

at a longer time period than you have data for 

obviously. 

If your focus is on forecasting then there 

becomes a trade off of the further back in time you go 

you get more data which gives you more information, 

which gives you more reliable estimates, but the 

further back in time you go you get data that ma:; be 

less applicable to the way the world is today, so 

there's that trade off and I employ that trade off :?. 

my work here. 

You can see that for different categories of 

mail that trade off manifests itself differently. In 

the case of first-class single piece letters I used 

data back to 1 9 8 3  to estimate my equation even though 

I had historical data going back to at least 1 9 7 0 .  

In the case of work shared letters I only 

used data going back to 1 9 9 1  to estimate my equation 

because prior to that work shared volume was growing 

dramatically for reasons that are less relevant to 

forecasting work shared letter volume for the next 

three to five years. 

So you start by looking at all the data you 
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have available and then you start looking at how 

useful it is and if the old data turns out to not be 

useful you drop it and if it turns out to be helpful 

in getting you more reliable estimates then you keep 

it. 

Q Under that hypothetical would you be more 

likely to consider price as a factor than you have in 

your analysis here? 

A Well, in your specific hypothetical of 

General Motors I would assume that General Motors 

competes more directly and more clearly on price 3wich 

Ford, Chrysler, Toyota, Honda than the Postal Ser-,,ice 

does because those are more perfect substitutes. 

GM cars and Ford cars while not perfect 

substitutes are two very similar versions of the same 

thing in a way that paying your bill electronically, 

and writing a check and putting it in the mail while 

they accomplish the same thing they have differences 

that argue against simply looking at price and saying 

price is the end all, be all comparison. 

There are cases of mail where you do see a 

much more direct price relationship between UPS, and 

Fed Ex, and Priority Mail and parcel post. Those are 

cases where, again, it's the same product in a way 

that first-class mail and the alternatives to first- 
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class mail aren't exactly the same thing, they simply 

accomplish the same goal, so in that sense, yes. I 

can't imagine that you could estimate a demand for GM 

cars that didn't somehow reflect the price of Ford 

cars. 

Q Are you saying then that as far as 

electronic diversion is concerned with respect to 

first-class mail that price is not a factor? That 

there's nothing that the Postal Service - -  

A What I'm saying is I ' m  saying that - f  the 

Postal Service charges 39 cents or the Postal Ser*::cp 

charges 42 cents or the Postal Service charges 4 5  

cents, electronic diversion is going to continue aic,nq 

the path that electronic diversion has continued along 

and that going back in time if the Postal Service had 

maintained the 15 cent stamp from then until now we 

would see more volume because price would be lower and 

that would be reflected in a price elasticity, but we 

would still see electronic diversion and by and large 

we would see electronic diversion of the same 

approximate magnitude. 

Q Would that be for all types of first-class 

mail or for just some types of first-class mail? 

A I mean, I think electronic diversion affects 

different types of mail differently, and I think that 
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would be true, again, regardless of price. 

MR. HORWOOD: Thank you. Mr. Thress. I have 

no further questions. 

CHAIRMAN OMAS: Thank you. I think before 

we start with Mr. Olson and Valpak I think we’ll take 

a mid-morning break for let’s say 10 minutes. 

(Whereupon, a short recess was taken.) 

CHAIRMAN OMAS: Mr. Olson, would you please 

introduce yourself and who you represent, and you may 

begin. 

MR. OLSON: Thank you, sir. William Olson, 

representing Valpak Direct Marketing Systems, Inc., 

and Valpak Dealers Association. 

CROSS-EXAMINATION 

BY MR. OLSON: 

Q Hello, Mr. Thress. I want to start by 

directing your attention to our Interrogatory No. 1 

where we asked you about your Table No. 1 which has 

the summary of all the elasticities and there you 

clarified for us in your response that your numbers 

included the shift of ECR automation letters from ECR 

to standard regular in accordance with the Postal 

Service’s proposal, correct? 

A Yes. 

Q Okay. I have a similar question for your 
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Attachment A, which is pages 4 0 2  through the end I 

guess, and there you have different volume forecasts, 

2006 through 2 0 0 9 .  Would it be safe to assume that in 

all of the years, 2006 to 2009,  that it's based on the 

assumption that the rates are changing or is 2006 

different? I'm sorry. That this mail classification 

change had gone into affect? 

A Well, Attachment A shows both before rates 

and after rates, so the before rates numbers do not 

reflect the classification change we're talking a b c u t  

So in the case of the before rates numbers there's a 

line for standard enhanced carrier route automated ar.d 

it has volumes going through. 

On the after rates portion beginning when 

new rates are assumed to take affect, which is May 6, 

2 0 0 7 ,  if I remember correctly and if I remember 

incorrectly I ' m  sorry and I'm sure I got it right in 

the actual forecast, that's the point at which ECR 

automation shifts and their after rate is included 

with ECR automation or standard regular five digit. 

So if you turn to page 4 1 0  for example, 

which is 2 0 0 7  after rares - -  

Q Excuse me. If you could pull the mic just a 

bit closer it will help me hear you a little better. 

A I'm sorry. If you could turn to page 4 1 0  of 
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Attachment A, it's page 9 of Attachment A,  and you 

could look at the standard mail enhanced carrier route 

automated, the last line on the page, you can see that 

for Quarter 1 and 2 the numbers are the same as they 

were before rates, for Quarter 3 it's a very small 

number and for Quarter 4 it's literally zero. 

That's because that mail has been moved up 

to the line for automated five digit letters where you 

can see that the after rates volumes are actually 

slightly higher than the before rates volumes, aga in .  

because that's including this now volume - -  

Q Thank you. It is very clear now that :;cu 

pointed out. My father always said everfthinq 1s easy 

once you know how to do it. That year, 2007 after 

rates, that would be October 2006  through September 

2007?  

A Yes. 

Q And you're assuming a rate increase like 

perhaps exactly one year after t.he filing? Is that 

the date that you predicated your assumption on? 

May 7 ,  was that the day you said? 

A I think it's May 6 .  

Q I think the case was filed on May 6, 2 0 0 6 .  

A Okay. It may be. It's definitely May. 

It's some point in 2000 which puts it in 2007 Quarter 
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3 .  I assume I have the date written somewhere in my 

testimony, but it's 400 pages. 

Q I didn't see it, but that doesn't mean that 

it wasn't there. I'm just learning. Is there some 

reason by the way on Attachment A the first page, 4 0 2 .  

that you don't say before rates on that or would that 

not be suitable? 

A The only reason I don't specify is because : 

don't also show an after rates f o r  2006 because 2 0 0 6  

is the same, so I only show it once. So it's both 

before and after rates. I mean, that's why it's 

labeled that way. It may have been more appropriate 

to label it as before rates. You may be right. 

MR. KOETTING: Just sc the record is clear 

the implementation date assumption is stated on page 7 

of the testimony. 

MR. OLSON: Good. Thank you. 

MR. KOETTING: And it is May 6, 2007. 

MR. OLSON: I knew you would know where it 

was. 

BY MR. OLSON: 

Q Let me ask you to turn to your response to 

our Interrogatory No. 4. We're asking about standard 

ECR mail and you discuss at the very end of your 

response, which is to C-2, you talk about the negative 
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impact of price changes on standard or ECR mail volume 

that has been offset by other factors and you have two 

factors specifically you p u l l  out there in reference. 

One is retail sales ar,d I think that makes 

logical sense. My question is why is investment 

significant to ECR particularly? 

A The logic there is that advertising 

represents a form of business investment. 

Specifically what you see, what's true of investment 

and advertising and is also true of standard mail 1s 

that they are what I sometimes call hypercycllca?. 

They tend to go up faster in gzcd economic times thar. 

things like retail sales, GDP,  income, and they tend 

to fall more dramatically in recessions than these 

other things. 

Investment is by far the most cyclical 

component of GDP and as I said advertising shares that 

same kind of cyclicality, not quite as extreme as 

investment in some cases, but it's that extreme. 

Again, there's an economic literature on 

advertising as a form of business investment, SO 

that's kind of what that variable is trying to reflect 

in the equation is this idea that when investment 

chang2s the same kind of factors induce advertisers to 

re-evaluate their advertising and that carries over to 
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specifically ECR. 

Q So the term investment has to do with 

business investment via advertising, not how the 

investment market - -  

A Well, I mean, the literal variable that’s 

included in my equation is gross private domestic 

investment. Again, I think it’s more appropriate to 

think of that variable as proxying in this case and 

reflecting the same kinds of thought process that 

leads to the same kinds of behavior in standard T o r e  

so than thinking for every dollar invested A’ c e n t s  ::t 

that is invested in advertising. 

I mean, I don‘t think it’s exactly that 

strict a relationship. 

Q Well, most ECR mail I believe is directed 

toward households. Wouldn’t that be correct? 

A Yes. 

Q So you’re talking about businesses engaged 

in advertising their goods and services to households? 

A Right. 

Q So in a sense investment is sort of I don‘t 

know a proxy for what’s going on in the economy in 

terms of - -  

A Right. Like I said advertising in general 

tends to have a strong business cycle component to it 
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and that's essentially what this variable is trying to 

measure. 

Q Okay. Let me ask you to look at our 

Interrogatory No. 2. There we ask you about the 

elasticity estimate for ECR in this case as well as 

the prior docket, correct? 

A Yes. 

Q The prior docket being R2005-l? 

A Yes. 

Q I read your testimony on this point, but 1 

just want to see if I understand it. It said there 

were basically no large changes in forecasting models 

between R2005-1 and R2006-1. That's correct? 

A In terms of standard mail, yes. 

Q Okay. You had some cther minor changes that 

you made none of which appeared to affect standard 

mail. Is that a fair statemen:? 

A Yes. 

Q Okay. So does your observations in the two 

dockets in a row for example that the ECR elasticity 

is within what you consider to be the range of 

standard error, does that give you confidence in the 

estimate ? 

A Yes. 

Q Okay. Consistency always helps in such 
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things. 

A Yes. 

Q The same thing is true about standard 

regular which we ask about in the next interrogatory, 

Interrogatory No. 3, where your methodology stays the 

same and you found the elasticity to be about . 3  - -  

A Yes. 

Q - -  in both dockets, so that gives you some 

confidence in the consistency of your estimate? 

A Yes. 

Q Okay. Let's just compare the two. If ~ C L  

were looking at these own price elasticity estimates 

of ECR in this case of being 1.079 and regular being 

. 2 6 7  the ratio between the two, you have to multiply 

the standard regular ECR by about 3 . 4  to get to the 

ECR estimate if you can just accept that subject to 

check? 

A That sounds about right. Yes. 

Q Okay. Is it therefore possible to conclude 

that the elasticity of ECR is 3.4 times the elasticity 

of standard regular? You would speak in those terms? 

You would make that -coillparison? 

A I think you could speak in those terms. 

Q Your background is in economics. You have a 

Master's in economics. You consider yourself an 
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economist as well as an econometrician I take it? 

A Y e s .  

Q When you have demand f o r  a product that's 

highly inelastic would you expect to see a big gap 

between marginal cost and price? 

MR. KOETTING: Mr. Chairman, I think despite 

the fact that the witness considers himself an 

economist that we're straying quite a ways from the 

scope of his testimony in this docket which - -  

MR. OLSON: Well, if demand is inelastic zr 

elastic it has certain consequences and he's mea-;:::::? 

elasticity. I'm not sure that's straying him at all. 

BY MR. OLSON: 

Q If you don' t have an answer that's fine. 

A Well, I was just going to say that, I mean, 

trying to stay as purely theoretical as possible how 

price compares to marginal cost is going to depend on 

the pricing mechanism and in the case of the Postal 

Service because they're a regulated monopoly with 

break even constraint that's going to lead to - -  
Q I'm not even asking about the Postal 

Service. In general. As a general principle. A 

competitive market let's say without the consideration 

of being some type of limited monopoly offering a 

good. Can you make an observation there? Sounds like 
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I asked a more difficult question than - -  

A I mean, in a competitive market in general a 

more price inelastic product you would charge a higher 

price because raising the price will generate you more 

revenue because it won’t lead to as much volume loss. 

Q Okay. In your equations where you make ;;cur 

estimates for elasticity of standard ECR how do you 

account for the availability of alternatives to che 

advertiser? 

A Well, in the ECR equation specifically w e  

include the price of newspaper advertising, so 

newspaper advertising would be a potential substit:;tt’ 

We include internet advertising expenditures. Again, 

the internet would be an alternate advertising medium. 

If you’re asking about alternative delivery of mail 

pieces, of direct mail advertising, that‘s not 

explicitly included in our equation. 

Q You do look at alternatives for 

geographically sensitive businesses such as newspapers 

you said? 

A Right. Yes. 

Q Okay. Let me ask some questions based on a 

cross-examination exhibit which we prepared and I sent 

over to Mr. Koetting two days ago. He’s advised me 

that you have looked at that and found some problems 
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with some of the numbers we used and have substituted 

an accurate cross-examination exhibit together with 

sufficient copies for everyone for which we thank 

Postal Service counsel. Is that correct? 

A Yes - 

Q Okay. So I can distribute them. Again, I 

thank you for helping correct my estimate. Apparently 

I used before rates instead of after rates numbers for 

the automation ECR letters that we're converting and 

you fixed that, correct? 

A Yes. 

Q The first column in :his chart has your OWR 

price elasticity estimates for regular of .296 and ECR 

of 1.079, correct? 

A Yes. 

Q Then I had something else in the next column 

which Mr. Koetting didn't want, so we're not going to 

worry about that. The third column is Mr. Kiefer's 

average revenue per piece increase for ECR and regular 

showing that regular goes up 1.5 percent more than 

ECR, correct? 

A Yes. I did want to comment that I think the 

numbers here - -  I ' m  not Mr. Kiefer, so they're his 

numbe--s. I think the 9.6 and the 8.1 percent numbers 

reflect after rates standard regular includes that ECR 
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automation volume that's migrating over that we're 

talking about and the ECR after rates does not include 

that whereas when we get to the volume after rates 

that's going to include that. 

So I don't think it's 100 percent comparable 

to the volume numbers, although I think it's pretty 

close. 

Q Okay. Good. Thank you for pointing that 

out. The next columns show the before rates, and t h ~ s  

is all test year numbers, correct? 

A Yes. 

Q Fiscal 2 0 0 8 .  You show the before rates 

volume of standard regular and standard ECR, and :hen 

the after rates volume estimates of regular and ECR 

and the difference in terns of pieces and then the 

percentage difference, correct? 

A Yes. 

Q Now, the percentage difference, 2 . 1 9  percent 

decrease for regular and 6 . 4 5  percent decrease for 

ECR, my first question - -  and I'll have to admit when 

I used the wrong numbers it was a more staggering kind 

of difference - -  if you take 2 . 1 9  percent and multiply 

it by 3 . 4  which is the number that you need to 

multiply the regular own price elasticity to get up to 

the ECR own price elasticity that we discussed 
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before - -  

A Right. 

Q - -  you get the 7.45 percent instead of 6.45 

percent curiously enough which is what the number is 

for ECR volume decrease. Now, I want to get at what 

is causing that and I think part of it might be the 

fact that the average rate increase for regular is 

higher than for ECR. Would that be one reason do you 

think? 

A That would be one reason. Yes. 

Q I recall reading in your testimony about h o w  

their lagged affects of the mailers’ reaction to the 

rate increases and if the rate increase goes into 

affect in May of 2007 I think at one point you say 

that the full affect of the volume fall off may not be 

present in the test year. Is that correct? 

A Correct. Yes. Exactly. That would be the 

other reason why the exact 3 . 4  doesn’t. Yes. It’s 

particularly true with ECR. That 1.079 is the sum of 

all of the impacts, but a large portion of that 

doesn‘t show up until lagged three or four quarters, 

so it’s all in affect by the end of the test year, but 

kind of at the beginning of the test year the lag 

affects haven’t all worked their way out yet. 

So, yes. So that’s the other reason why. 
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Because ECR has a stronger lag component than regular. 

Q Okay. Is there any other reason you can 

think of? Those are the two only reasons you think? 

A I mean, those should be the two mathematical 

reasons. I mean, because of the way I do the forecast 

of I do it at the category level as opposed to at the 

subclass level I don't simply take the average revenue 

per piece increase that's shown here and apply the own 

price elasticity that's shown here and get the volume 

percentage increase number that's shown here. 

So there could be something else that wcul3 

amount to essentially a rounding error I would t h ink .  

I think the two reasons I've given you should explain 

99 percent of the difference. Yes. 

Q Okay. So the full affect of the rate 

increase on ECR would be in affect by the latter two 

quarters perhaps of 2008?  

A Yes. Basically. 

Q Certainly all of 2009?  

A Certainly all of 2009 .  Yes. 

Q Which you show after rates - -  

A I do have afcer rates estimates shown for 

you. 

Q Is that part of the reason you go out to 

2009  and give that information? 
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A I think I go out to 2 0 0 9  because the rules 

require me to. 

Q Well, be a good reason to. Let me just see 

if I have anything else on here. You can understand 

why we wanted to subtract out the affect of a change 

in the elimination of ECR automation letters because 

it's true that if you include the affect of that mail 

classification change it overstates the loss of ECP. 

volume and understates the loss of standard regular 

volume, and so in order to look at just the rate 

affects we wanted to remove those numbers. 

A Absolutely. 

Q This chart, this cross-examination exhibit. 

does account for that does it not? 

A Yes ~ 

MR. OLSON: With that, Mr. Chairman, we'd 

like to mark this as Valpak Cross-Examination Exhibit 

No. XE-1-Thress and ask that it be actually moved into 

evidence because I think all the numbers have been 

verified. 

CHAIRMAN OMAS: Without objection. So 

ordered. 

/ I  

/ /  

/ /  
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(The document referred to was 

marked for identification as 

Exhibit No. VP-XE-1-Thress 

and was received in 

evidence.) 
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Docket No. R2006-1: Standard Mail 

Volume Volume 
Own-Price Avg. RevlPc Volume Volume Increase % Increase 
Elasticity Increase Before Rates After Rates (Decrease) (Decrease) 

Regular -0 296 9 6% 62,490,946 61,125,389 (1,365,557) (2 19%) 

ECR -1 079 8 1% 33,295,868 31,147,673 (2,148,195) (6 45%) 

Source (1) (3) (4) ( 5 ) ,  (6) 

Sources: 
(1) Testimony of witness Thress (USPS-T-7), pp. 114 and 122 

(3) Testimony of witness Kiefer (USPS-T-36) (revised June 21, 2006). p 35 
(4) Testimony of witness Thress (USPS-T-7), Table 1, p 9 
(5) Regular less for 1,800,862 ECR Automation (See Testimony of witness Thress (USPS-T-7) 

(6) ECR plus 1,800,862 ECR Automation (See Testimony of witness Thress (USPS-T-7) 
Table1,p 9andp 400) 

Table 1, p 9andp 400) 
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MR. OLSON: With that, that's all we have. 

I thank you, sir. 

THE WITNESS: You're welcome. 

CHAIRMAN OMAS: Thank you, Mr. Olson. 

I think at this point Ms. Tonda Rush would 

like to cross-examine Witness Thress. 

Ms. Rush, would you please introduce 

yourself and who you represent? 

MS. RUSH: Thank you, Mr. Chairman. 

CROSS-EXAMINATION 

BY MS. RUSH: 

Q Mr. Thress, I'm Tonda Rush. I represent 

National Newspaper Association, and I have just a 

couple of questions for you I think are fairly 

straightforward. 

A Okay. 

Q My questions are about within county mail, 

the subclass within three auto digit mail. In your 

testimony, you said you believe that the subclass does 

include the newspapers, is that correct? 

A Yes. 

Q Is that through the Postal Service program? 

A Basically. Yes. 

Q And I think you said in response to one of 

the presiding officer's information requests that you 
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have not examined the nonpostal delivery options for 

weekly newspapers. Is that correct? 

A That is correct. 

Q Is there a reason that you didn't? 

A I'm not aware of any data sources on 

alternate delivery that would lend themselves to 

inclusion in an econometric equation. We've looked at 

the issue in a more general way in the past, although 

even there not in recent years that I remember. 

Q So is it fair to say it's more of an absence 

of data and not a sense of relevance to your equation 

that drove that? 

A Yes. That would be correct. 

Q If you had data that showed you that there 

was a viable alternative will you consider it relevant 

to your equation? 

A Yes. 

Q Would it tend to create greater elasticity 

for the subclass if you saw that there was a 

substitute that could be used? 

A Well, that would depend on as I explained in 

my responses to GCA talking about the issue of 

substitution and how it affects unpriced elasticity if 

in point of fact there is viable alternate delivery 

which substitutes within county mail and the price of 
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which is a variable that affects the demand then the 

within county mail equation I have would be 

misspecified to the extent that it doesn't have such a 

variable. 

When you have a misspecified equation the 

variables that you've omitted from the equation, their 

impact is going to be reflected in the variables that 

you have included in the equation and it's going to 

bias those elasticities to the extent to which those 

variables that you conclude in the equation are 

correlated with the variable you omitted. 

So if the price of alternate deliver-./ 1s 

highly correlated with the price of within periodicals 

and in county mail then it could be the case that 

putting that price into the equation could in fact 

change my estimate of the own price elasticity. 

If however it's not correlated, and again, 

to tie back to my responses to GCA the idea there 

electronic alternative prices have been declining over 

time, first-class stamp prices have been constant over 

time, so there's no correlation there, then that 

wouldn't bias that own price elasticity and instead 

that impact would be picked up in other variables. 

Perhaps the trend term would be the most 

likely candidate I would think in the within a county 
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equation. 

Q At the end of the day you have no data, so 

you don’t know, correct? 

A Have no data, so I don’t know. 

Q Okay. Would you turn with me to your Table 

5 5  in your testimony which is on page 228 I believe? 

A Okay. 

Q If I understand the importance of the T 

statistics they basically tell you how you weight t h e  

coefficients in the equation? 

A The T statistic tells how significant ti-,? 

estimates are 

Q Okay. Would it be fair to say then from 

examining Table 55 that the most significant elements 

that you’ve taken into account here are within the 

time trend for within county mail? 

A In general. Yes. 

Q Is it fair to say that within the time 

trends what you find is that the volumes have declined 

in the past and therefore you believe they will 

continue to decline? 

A Yes. 

Q Is that fair? 

A Yes. 

Q Would you explain to me how you treated the 
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dummy for the 1993 sampling change? How you 

discovered that there was a need for such a thing and 

h o w  it affected your equation? 

A Well, I think we discovered there was a need 

for such a thing because in 1993 when we started 

getting new data within county volume started coming 

in looking at the coefficient I'm guessing something 

like 15 percent lower than what we would have expecyed 

and when a volume comes in like that we try to come sup 

with an explanation for it and in the course of that 

investigation it came to our attention that the i??X 

people had changed their sampling method. 

I don't remember the details, and I don': 

know that I ever completely unde-rstood the details. 

It was sufficient to know that. So the data after 

that wasn't directly comparable to the data before 

that. 

So mathematically what I do there is I put 

in a variable that's equal to zero prior to the 

sample, equal to one since the sample and essentially 

what that says is volumes are, again, judging from the 

coefficient about 15 percent lower sort of across the 

board since that time than they were before that time. 

Q The data that you're using comes from RPW 

then for that? 
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A Yes - 
Q All right. You understand because they gave 

you a change in their sampling method that part of the 

data come from the sampled estimates? 

A Yes. 

Q Okay. When you made that change then would 

it have affected the data prior to 1993? Did you have 

to go back and do any other adjustment there or would 

the dummy have taken care of that? 

A No. The dummy should have taken care of 

that. That's the idea is that w? don't have to 

restate volumes that way. 

Q I think you said in your testimony that you 

believed that neither the broadband subscriber trend 

nor the cost of paper had a material affect in the 

volume decline? 

A Well, I don't know exactly how I worded it, 

but I'm not sure that I - -  it's not so much that I 

don't believe it, it's that those two variables did 

not work econometrically in the within county 

equation, and so I may have tried to hypothesize as to 

some plausible reasons as to why they may not have 

worked in the equations and why that may be reasonable 

to thlnk they may not have worked. 

Ultimately it's an empirical result. The 
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variables didn't work, and so they're not there. 

Q One of my economist friends tells me that 

econometricians don't really care why something 

happens, they just want to explain the what. That the 

economists have to find a why. So I guess you're both 

of those. 

A I kind of have to do both. Exactly. 

Q Would it be fair to say that - -  let me 

rephrase this. I've had many conversations with Dr. 

Tolley in these cases in the past and I won't tr;l to 

represent what he said since he's not here to defend 

himself, but I will ask you the same thing that I na':c- 

always asked him. Is it a frustration in setting ~ G F  

your demand equations finding data that you find 

useful and reliable to explain what the equation is 

telling you? 

A Always. Yes. 

Q So basically you have to rely on the RPW to 

explain what you see going on. Is that a fair 

statement? 

A We treat the volumes that we're given from 

RPW as if they were given from God and we treat them 

as absolute. We have no other choice. 

MS. RUSH: I think I better stop at that 

point, Mr. Chairman. Thank you. 
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CHAIRMAN OMAS: Thank you, Ms. Rush. 

Are there any questions from the bench? 

Commissioner Goldway? 

COMMISSIONER GOLDWAY: If I may. Just a 

couple. The Postmaster General gave a speech a couple 

of weeks ago to a group of people involved in internet 

shipping and thanked the internet for generating much 

larger quantities of packages than had been the case 

before and said that the Postal Service's volumes were 

going to grow in certain areas because of the 

internet. 

Have you seen those figures that the 

Postmaster General was referring to, and were those 

most recent figures included in the projections that 

you were developing for this case? 

THE WITNESS: I don't know the specific 

figures that the Postmastzr General would have been 

referring to in that case. There are cases - -  I mean, 

the package equations which we use to forecast package 

services do reflect that sort of behavior in some 

cases. 

In the cases for example of both bound 

printed matter and media mail one of the variables 

used to forecast those is mail order retail sales and 

mail order retail sales include - -  one component of 
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that is electronic commerce. 

That is growing and mail order retail sales 

because of that has been growing faster than retail 

sales in general, and so that is reflected in our 

forecast of for example bound printed matter and media 

mail. 

COMMISSIONER GOLDWAY: Now I'm confused. 

Retail sales would mean packages or is bound printed 

matter the books that are ordered through retail 

sales? 

THE WITNESS: It would be books that are 

ordered. So for example Amazon I presume ships some 

things bound printed matter. I don't honestly know 

COMMISSIONER .GOLDWAY: What about parcels? 

THE WITNESS: My parcel forecasts don't 

include explicit variables reflecting sort of the 

benefit of the internet. It's less obvious in the 

data. The parcel equations that I use are primarily 

driven by their own prices and by competitive 

behaviors of UPS and Fed Ex. Those things sort of 

dominate the more general growth in the package 

market. 

It is true that the package market has grown 

in part because of the internet. 

COMMISSIONER GOLDWAY: So is that reflected 

Heritage Reporting Corporation 
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at all in your numbers or are your numbers just 

showing static volumes because there is constant 

competition from UPS and Fed Ex? 

THE WITNESS: Yes. My numbers essentially 

show relatively static volumes because there's been 

constant competition with UPS and Fed Ex which is 

consistent with the historical data I looked at which 

also - -  

COMMISSIONER GOLDWAY: That does seem to 

contradict at least what the Postmaster General said 

in his speech a couple of weeks ago. 

THE WITNESS: I ' m  not familiar with the 

Postmaster General's speech, so I wouldn't want to 

say. 

COMMISSIONER GOL,DWAY: What about ;.olurne for 

catalogs which seem to be a stjLmulus for driving 

people to the internet to purchz.se? What are the 

volume forecasts that you have for catalogs? 

THE WITNESS: Well, again, we do o u  

forecasts at the category based on mail 

classifications as opposed to content. Catalogs which 

are under a pound would fall into standard regular 

ECR. My understanding it would be more so in standard 

regular. 

COMMISSIONER GOLDWAY: Right. 
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THE WITNESS: And then some of the heavier 

ones would be in bound printed matter. The standard 

regular equation does include a positive trend which 

has been ongoing historically as recently catalog 

volume I think has been driving probably a good bit of 

that and of course the bound printed matter equation 

as I just said is driven in part by mail order retail 

sales which are growing faster in the economy. 

So in that sense, yes, those categories of 

mail which include catalog components are being 

forecasted to grow more strongly than the other 

categories of mail. 

COMMISSIONER GOLDWAY: Am I correct in 

reiterating that when you were asked about the impact 

on volume of negotiated service agreements that you 

didn't know about them that much, you didn't know if  

there was an impact and they weren't factored into 

these projections? 

THE WITNESS: Negotiated service agreements 

are incorporated explicitly into the forecasts by 

other people. These adjustments are made by Witness 

Kiefer primarily. 

testimony. 

That ' s  documented on page 401 of my 

In terms of historicai.1~ to the extent that 

negotiated service agreements exist within the 
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historical timeframe over which I was looking at 

things they are reflected in my prices, but again, the 

price of first-class work shared letters as a whole is 

very, very, very slightly affected by these few cent 

discounts that are being given to Cap One for example. 

It's just so small that while I do make a 

point of explicitly taking account of it in point of 

fact since I'm looking at total first-class work 

shared letters as a whole it would be all but 

impossible to try to isolate the impact of negotiated 

service agreements in that way. 

COMMISSIONER GOLDWAY: Well, I understand 

that any one negotiated service agreement doesn't 

necessarily have an impact, but doesn't the fact that 

the Postal Service was able to conclude a negotiated 

service agreement with a first-class mailer that's 

based on volume discounts indicate some sort of price 

elasticity that may be different from what you've 

proposed? 

THE WITNESS: I persznally have not had the 

opportunity to investigate the question of the price 

elasticity of individual mailers. 

COMMISSIONER GOLDWAY: Okay. Then I have 

one final question. There's this concept including a 

best selling book about something that I intuitively 
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believe as well called The Tippins Point where you 

start doing something, and doing something and then at 

some point through a news show or the level of 

acceptance of society everybody switches. 

So television started and radio continued to 

have dramas for another six or seven years broadcast, 

but at a certain point nobody was listening to radio 

dramas anymore and totally changed. Even though for 

three or four years before that you could have said 

there was a constant reduction at some point there was 

a tipping point and it all shut off for that 

particular product. 

You can make similar cases for the use of 

videotapes and D V D s ,  the kind of product acceptances 

in technology. Do you see anything like that with 

regard to first-class mail where at a certain point 

there’s going to be such an erosion and such a shift 

that the next year it‘s gone? 

THE WITNESS: It’s certainly possible. I 

think historically we have seen a couple of obvious 

drops. In 2000 single piece letter volume which had 

been going along dropping I think one or two percent 

per year all of a sudden started dropping five or six 

percent per year and it sort of continued on that 

going forward. 
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With work shared first-class mail we did 

see, again, a volume that had consistently been 

growing five, six, seven percent in 2000-2001 slowed 

down and started growing two percent, 2003-2004 all of 

a sudden it fell. Now, in the case of work shared 

letters it's sort of come back somewhat and it's sort 

of resumed that one to two percent growth. 

So those aren't the extremes that you're 

talking about. I mean, it's possible, yes. It's 

certainly possible that at some point in the future 

the standard will shift. It's still the norm to pay 

your bills by mail. We look at. the household diary 

study data that I was talking about with the GCA and 

it still looks like depending on how you measure it 

something like probably about two-thirds of bills are 

still paid by mail. 

Is there going to come a day where only 10 

percent? I don't know. I mean, I think that's a long 

way off, and I don't necessarily know how I would go 

about predicting that. Yes, I think the theory is 

sound. I think it's possible. 

COMMISSIONER GOLDWAY: You don't know how 

you might test it? 

THE WITNESS: Well, again I mean ultimately 

our forecasts are based on - -  
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COMMISSIONER GOLDWAY: If you look at these 

other examples €or instance - -  

THE WITNESS: well, yes. 

COMMISSIONER GOLDWAY: - -  is there a 30 

percent or a 45 percent? Is there a kind of a model 

which says okay, once it gets to be 35 percent it all 

tips, or once it gets to be 55 percent it all tips? 

Is there a line that you can find in other technology 

shifts that might be useful to look at here? 

THE WITNESS: I don’t know how generalizable 

the shift from radio to television is to the shift 

from mail to online bill payment. It’s hard to sa;.. 

I think our forecast is the best estimate of the 

impact of electronic diversion on first-class mail for 

the next three years. 

Once you get beyond that horizon then the 

potential of dramatic shifts may become more relevant, 

but even there saying that you’re likely to get 

something at some point over the next 20 years doesn’t 

necessarily help you know where on that 20 year 

timeframe to put the tipping point. 

COMMISSIONER GOLDWAY: We‘ve had so many 

examples. Telegrams which have stopped. 

THE WITNESS: Right. 

COMMISSIONER GOLDWAY: Even faxes which took 
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off for a while and now have been replaced. Do you 

think it would be advisable for the Postal Service to 

start looking at those trends for long-term planning 

purposes ? 

THE WITNESS: I‘m not directly involved in 

Postal Service long-term planning beyond provided them 

the forecast numbers, but the thing to keep in mind is 

I’m sure it’s useful to look at sort of pessimistic 

scenarios. Certainly pessimistic, worst-case postal 

scenarios are probably a lot more pessimistic than if  

you had tried to make that scenario say 2 0  years ags. 

I still think the most likely scenario, 

though, the baseline scenario is that what we’re q c i c g  

to see is a continued decline commensurate with what 

we’re seeing perhaps with some acceleration, perhaps 

with some expansion into some oth.er categories of 

mail. 

It depends on what purpose the Postal 

Service could make do with of kind of a worst-case 

scenario because I don‘t think you’d want to plan the 

number of post offices around an assumption that 

volume is going to decline 50 Fercent over the next 10 

years because what if it doesn‘t? Because the best 

guess extending the trends forward is that that‘s not 

going to happen. 

Heritage Reporting Corporation 
( 2 0 2 )  6 2 8 - 4 8 8 8  



1374 

1 

2 

3 

4 

5 

6 

7 

8 

9 

1 0  

11 

1 2  

13  

1 4  

15  

1 6  

1 7  

1 8  

1 9  

20  

2 1  

22  

23  

2 4  

2 5  

COMMISSIONER GOLDWAY: Well, I’m glad to 

hear your positive outlook. Thank you. 

CHAIRMAN OMAS: Is there any additional 

cross-examination of Witness Thress? 

Mr. Thress, I do have a question for you and 

my question concerns classroom mail. 

THE WITNESS: Okay. 

CHAIRMAN OMAS: Do you have your Library 

Reference 63 with you? 

THE WITNESS: Yes. 

CHAIRMAN OMAS: Good. 

THE WITNESS: L e t  me find it. It’s 

somewhere in this pile. There it is. Sixty-three. 

Yes. 

CHAIRMAN OMAS: Good. In your testimony you 

analyzed nonprofit and classroom together. 

THE WITNESS: Yes. 

CHAIRMAN OMAS: Combined they have a 

declining trend. You project a two percent decline in 

the test year before rates classroom volumes, however 

the volume for classroom periodicals alone has 

increased each of the last three years. Would you 

please discuss how this fact entered into your 

analysis? 

THE WITNESS: Well, the short simple answer 
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is it really didn't. I mean, my analysis of nonprofit 

and classroom mail combined focused on the combined 

volume. Classroom mail represents three or four 

percent I think of the combined volume, so I didn't 

really look at classroom specifically. 

It was my understanding that the Postal 

Service was only interested largely in the combined 

volume, so in that sense - -  so, yes, my classroom 

forecast is not reflective of the unique classroom 

trends. 

CHAIRMAN OMAS: You didn't combine, the 

Postal Service asked that they be combined. 

THE WITNESS: That was my understanding as 

to why they were combined. Yes. 

CHAIRMAN OMAS: Okay. Thank you very much. 

Mr. Koetting, do you need some time with 

your witness? 

MR. KOETTING: If I could have two minutes? 

CHAIRMAN OMAS: Abso'lutely. You can take 

three. 

(Pause. ) 

MR. KOETTING: No rec2irect, Mr. Chairman. 

CHAIRMAN OMAS: 

Mr. Thress, that completes your testimony 

We appreciate your appearance and your 
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contribution to your record. You are now excused, and 

thank you very much. 

(Witness excused.) 

CHAIRMAN OMAS: Mr. Koetting, would you 

please identify the next Postal Service witness so 

that I can swear him in? 

MR. KOETTING: Thank you, Mr. Chairman. The 

Postal Service calls Peter Bernstein to the stand. 

CHAI- OMAS: Mr. Bernstein, would you 

raise your right hand? 

Whereupon, 

PETER BERNSTEIN 

having been duly sworn, was called as a 

witness and was examined and testified as follows: 

CHAIRMAN OMAS: Be seated. 

Mr. Koetting? 

(The document referred to was 

marked for identification as 

Exhibit No. USPS-T-8.) 

DIRECT EXAM 1NP.T ION 

BY MR. KOETTING: 

Q Could you please state your full name and 

title for the record? 

A Yes. It's Peter Bernstein, and I'm Vice 

President of RCF Economic and Financial Consulting. 
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Q Mr. Bernstein, in front of you are two 

copies of a document entitled direct testimony of 

Peter Bernstein on behalf of the United States Postal 

Service which has been labeled as USPS-T-8. Are you 

familiar with that document? 

A I am. 

Q Was it prepared by you or under your 

supervision? 

A Yes, it was. 

Q If you were to testify orally today would 

your testimony reflect the contents of that document? 

A Yes, it would. 

Q Do you have any Category 2 library 

references associated with this testimony? 

A Yes. I have a Library Reference 105. 

Q Is it your intent to sponsor that library 

reference? 

A It is 

MR. KOETTING: Mr. Chairman, the Postal 

Service requests that the direct testimony of Peter 

Bernstein on behalf of the United States Postal 

Service, USPS-T-8, and the associated library 

reference be admitted into evidence. 

CHAIRMAN OMAS: Are there any objections? 

(No response. ) 
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CHAIRMAN OMAS: Hearing none, so ordered. I 

will direct counsel to provide the reporter with two 

copies of the corrected direct iestimony of Peter 

Bernstein. 

That testimony is received into evidence. 

However, as is our practice, it will not be 

transcribed. 

(The document referred to, 

previously identified as 

Exhibit No. USPS-T-8, was 

received in evidence.) 

CHAIRMAN OMAS: Mr. Bernstein, have you had 

an opportunity to examine the packet of designated 

written cross-examination presented to you this 

morning ? 

THE WITNESS: Yes. 

CHAIRMAN OMAS: If the questions were posed 

to you orally today would they be the same as those 

you provided in writing? 

THE WITNESS: Yes, they would. 

CHAIRMAN OMAS: Are there any corrections or 

additions you would like to make to those answers? 

THE WITNESS: NO. 

CHAIRMAN OMAS: Counsel, would you please 

provide two copies of the corrected designated written 
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cross-examination of Witness Bernstein to the 

reporter? 

That material is received into evidence and 

is to be transcribed into the record 

(The document referred to was 

marked for identification as 

Exhibit No. USPS-T-8 and was 

received in evidence.) 

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  
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RESPONSE OF POSTAL SERVICE WITNESS BERNSTEIN 
TO INTERROGATORIES OF GCA 

GCA/USPS-T8-1 

Your testimony (USPS-T-8 at 4) states that "the purpose of [the] testimony is not to 
provide specific estimates of historical or future electronic diversion, but to provide a 
narrative that accompanies the testimony of Mr. Thress." 

a. Table 10 of witness Thress' testimony (USPS T-7) forecasts that the 
marginal number of pieces of First Class Mail electronically diverted in 
2006 will be 4,342,924, but in 2007, 2008, and 2009 the annual figure will 
drop below the level of historical diversion in 2005 (4,130,686 diverted 
pieces) and decrease to 3,747,472 diverted pieces in 2009. Explain in full, 
how, if at all, your testimony supports Mr. Thress' forecast that fewer 
pieces of First Class Mail will be electronically diverted in years 2007, 
2008, and 2009 than in year 2005. 
Exclusive of Mr. Thress' forecast, state whether you believe that fewer 
pieces of First Class Mail will be electroqically diverted in years 2007, 
2008, and 2009 than in year 2005. Provide the basis of your answer in full. 
Exclusive of Mr. Thress' forecast (and econometric calculations) identify 
what information (specifically and by type) you would find it appropriate to 
consider for business forecast purposes to address the issue of whether 
fewer pieces of First Class Mail will be electronically diverted in years 
2007, 2008, and 2009 than in year 2005 and to otherwise estimate the 
level of electronic diversion of FCLM in 2007, 2008, and 2009. Provide the 
basis of your answer in full. 

b. 

c. 

RESPONSE: 

a. My testimony documents the growth in several technological alternatives to the 

mail and links this growth to the recent decline in First-class Mail volumes. It does not 

make forecasts of future mail volumes or future levels of electronic diversion. 

Nonetheless, the evidence presented supports the view that electronic diversion will 

continue into the future 

This assessment is consistent with the forecasts presented by witness Thress, 

who also forecasts continued electronic diversion into the future. My testimony does not 

make an assertion regarding the pace of electronic diversion. The "marginal" diversion 

as you refer to it, or the "incremental" diversion as I refer to it in my R2001-1 testimony, 

may increase, decrease, or stay the same. 
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Consider the following simple example. Suppose in prior Year 1, 85 percent of 

bills are paid by mail and 15 percent are paid electronically. I will ignore bills paid in- 

person in this example. Suppose in current Year 2, the electronic share rises to 25 

percent and the mail share fails to 75 percent. Suppose, finally, in future Year 3. the 

electronic share rises to 34 percent and the mail share falls to 66 percent. 

From Year 1 to Year 2 to Year 3, there has been an increase in the use of 

electronic bill payment, as the share has risen from 15 percent to 25 percent to 34 

percent. There has been a corresponding decline in the share of payments by mail, 

falling from 85 percent to 75 percent to 66 percent. 

But, note, the incremental diversion of mail in the future (9 percent of total 

payments due to an increase in the electronic share from 25 percent to 34 percent) is 

less than the incremental diversion of mail in the past (10 percent of total payments due 

to an increase in the electronic share from 15 percent to 25 percent). 

This analysis is consistent with the argument presented in my testimony that the 

use of electronic alternatives to the mail will increase, consistent with the argument that 

there will be additional electronic diversion of mail, and consistent with the estimated 

levels of historical and future electronic diversion presented in the testimony of Mr 

Thress. 

b. 

to remain as it has over the past few years. The pace of electronic diversion is best 

measured as a percentage of mail volume diverted from one year to the next. 

Therefore, a constant percentage diversion could result in a decline in the number of 

pieces diverted, simply because as volume declines, there is less and less mail 

remaining to be diverted. This is the case with single-piece letters, as shown in the 

table below. 

My belief is that over the next few years, the pace of electronic diversion is likely 
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The table presents historical and R2006-1 after-rates forecasted volumes of 

First-class single-piece and workshare letters. It also shows the estimated incremental 

diversion of single-piece and workshare letters, both historically and in the forecast 

period, taken from Mr. Thress's Table 10. 1ncremen:al diversion is measured as the 

percentage of the prior year's volume lost due to diversion in a given year. For 

example, First-class single-piece volume in 2002 was 49.253.266 million pieces, which 

can be viewed as the starting volume for 2003. During 2003, it is estimated by Mr. 

Thress that 2,788.306 million pieces were diverted, equal to 5.66 percent of the starting 

volume. 

My table shows that the pace of electronic diversion over the recent past is 

similar to the pace projected for the near future, as I would expect it to be. In the case 

of single-piece letters, historical diversion has averaged 6.04 percent of volume while 

projected diversion averages 6.36 percent of volume. Thus, the percentage of 

remaining single-piece letter volume diverted in the future is greater than in the recent 

past, even while the absolute volume of incremental diversion declines due to the 

continued decline in single-piece volume. 

For workshare letters, the values are 3.00 percent and 2.92 percent. and for total 

First-class Mail (also including First-class cards), the values are 4.33 percent and 4.26 

percent. The small decline in the percent of total First-Class Mail incrementally 

diverted is due to the decrease in single-piece volume relative to workshare volume 
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First-Class Single Piece Letters 

Prior Year's Year Volume 
Volume Diversion Diverted 

49,253.266 2,788.306 5 66% 
46.557.786 2,958.496 6 35% 

Current Yo o! 

45,161.746 2.757.899 6 1 1 Yo 

6.04% 

43,375.988 2.779.970 6 4 1 9'0 
41.410.402 2.568.699 6 20% 
39,104.641 2,466.870 6 31% 
37,206.438 2,423.321 6 51% 

6.36% 

First-class Workshare Letters 

Prior Year's Year Volume 
Volume Diversion Diverted 

Current Yo of 

47.658.076 1.81 1.965 3 80% 
47,287.971 1,141.289 2 4 1 Yo 

47.333.818 1.323.722 2.80% 
3.00% 

49.065.552 1.492.332 3.04% 
48,748.410 1.495.231 3.07% 
48,376.760 1,410.574 2.92% 

2.92% 
48,427.200 1,276.957 2.64% 

Total First-class Mail 

Prior Yeats Year Volume 
Volume Diversion Diverted 

Current Yo of 

102.378.632 4.672.842 4.56% 
99,058.856 4,181.693 4.22% 
97,926.396 4,130.686 4.22% 

4.33% 

98,070.956 4,342.924 4.43% 
95,815.357 4,110.310 4.29% 
93.156.413 3,919.518 4.21% 
91,291.090 3,747.473 4.10% 

4.26% 
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c. 

technological alternatives to the mail and combine those estimates with estimates of the 

impact of the use of each technology on the diversion of First-class Mail. For example, 

one could hypothesize a certain volume loss corresponding to a projected increase in 

the level of e-mail. 

One approach would be to estimate the growth in the use of various 

The drawback of this approach is that the results can be extremely sensitive to 

the assumed diversion ratio, and for many technologies the plausible range of diversion 

ratios is quite large. Furthermore, there is the difficulty of aggregation, given the fact 

that growth in the use of some technologies affects not only the volume of mail but also 

the use of other technologies. For example, online bill payments clearly replace some 

mailed bill payments, but they may also replace payments made by other methods, 

such as in-person or by telephone. Another problem with this approach is that because 

First-class Mail is affected by myriad technological charlges, a slowing in the growth 

rate of the use of some technologies can be easily offset by an acceleration of the 

growth rate in other technologies. 

A second approach would be to decompose First-class Mail into individual mail 

segments and make a segment-by-segment projection of diversion. Total projected 

diversion would be the sum of projected diversion of each mail type, which could then 

be compared with historical estimates of diversion to determine whether the projected 

number of pieces diverted is rising, falling, or remaining the same. 

For example, an important mail segment is household bill payments. The share 

of bills paid by mail could be projected into the future, based on analysis of historical 

shares as well as projections of key drivers of bill payment activity such as the number 

of households with Internet access, the number of broadband households, the number 

of online banking households, changes in the perceived advantages of different 

payment methods in terms of cost, convenience, reliability and security. From that, one 
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could make a forecast of the future diversion of household bill payments and compare 

the forecast with recent historical diversion. 

That approach could then be repeated for each important segment of First-class 

Mail, e.g., correspondence, bills and statements sent to households, advertising, non- 

household to non-household mail, etc. A forecast of total diversion would equal the sum 

of the forecasts of diversion of each mail segment. 

Of course, to know whether this forecast represents an increase or a decrease in 

diversion would require an estimate of historical diversion. To do that, one could look at 

historical volumes of each mail segment, recognizing that one would have to take 

account of other factors which drive historical volumes such as postal rates and 

economic conditions. 

Or, one could account for the impacts of postal rates, economic conditions, and 

electronic diversion by constructing an econometric model of mail volumes, including 

variables that reflect the impacts of these and other variables, and use the coefficients 

obtained from that econometric equation to calculate estimates of historical diversion 

and to make forecasts of future diversion. This is the approach taken by Mr. Thress and 

it is superior to any other approach I have encountered 
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GCNUSPS-T8-2 

Your testimony (USPS-T-8 at 27) states that "the use of technological alternatives to the 
mail will continue to increase in the future." Reconcile this statement with Mr. Thress' 
forecast that fewer pieces of First Class Mail will be electronically diverted in years 
2007, 2008, and 2009 than in year 2005. Provide the basis of your answer in full. 

RESPONSE: 

As stated in my response to your interrogatory l a ,  an increase in the use of 

technological alternatives implies further electronic diversion. It does not require that 

the number of pieces diverted in a future year (incremental diversion) be greater than 

the number of pieces diverted in an earlier year. Incremental diversion could decline 

because the growth rate of the use of technological alternatives has slowed, as shown 

in my earlier example concerning bill payment activity. Or, as is the case with single- 

piece letters shown in the table accompanying my rosponse to your interrogatory 1 b, 

the number of pieces diverted in a future year could be less than the number diverted in 

an earlier year simply because of the decline in volume which leaves few pieces 

remaining to be diverted. 
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GCAIUSPS-T8-3 

Your testimony (USPS-T-8 at 50) states that "the use of electronic alternatives to paying 
bills by mail found in the Diary Study are corroborated by a variety of other sources, 
some of which were mentioned in my R2005-1 testimony at pages 24 to 34." Please 
identify all of the sources of which you are aware that corroborate this phenomenon and 
provide copies of the supporting materials in your possession. 

RESPONSE: 

I am informed that an opportunity to inspect those materials at Postal Headquarters can 

be arranged through my postal counsel at 202/268-2992. 
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GCAIUSPS-T8-4 

Your testimony (USPS-T-8 at 57) states that 'online bill presentment [is) a development 
that would affect the volume of bills sent through the mail." State your opinion as to 
whether you expect the volume of online bill presentment to grow in the next few years 
(Le., 2006-2009). Provide the basis of your answer ir full. 

RESPONSE: 

I expect online bill presentment to continue to grow over the next few years This 

increase in online bill presentment will lead to further diversion of bills and statements 

sent through the mail, though the eventual volume of bill and statement mail is 

dependent on other factors in addition to the level of online bill presentment. 

Evidence supporting the view that online bill presentment will increase is found in 

the Household Diary. The share of bills presented electronically increased from 1 

percent in 2002 to 7 percent in 2005. Furthermore, as households continue to make 

greater use of online bill payment, it seems reasonable that some of these households 

will opt for online bill presentment so that the bill receipt and payment operation moves 

entirely online. Finally, I believe that as consumer interest in receiving bills online 

increases, more billers will begin offering online bill presentment to their customers 
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GCA/USPS-T8-5 

Your testimony (USPS-T-8 at 60) states that "online bill payment .. .  could be the key 
driver of the future shares of bills paid by mail." Reconcile this statement with Mr. 
Thress' forecast that fewer pieces of First Class Mail will be electronically diverted in 
years 2007, 2008, and 2009 than in year 2005. Provide the basis of your answer in full 

RESPONSE: 

I see nothing that needs to be "reconciled." Growth in online bill payment will 

reduce payments by mail. Whether the mail payment reduction occurs at a faster, 

slower, or similar rate depends on whether the growth in online bill payment occurs at a 

faster, slower, or similar rate, also taking account of the growth in other forms of 

electronic payments. 

Moreover, the diversion of household bill payments is only one aspect of the 

diversion of First-class Mail presented in Mr. Thress's testimony 
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GCA/USPS-T8-6 

Your testimony (USPS-T-8 at 60) states that 'online bill payment ... could be the key 
driver of the future shares of bills paid by mail." State your opinion as to what you 
believe will be the key driver of the volume of FCLM electronically diverted in the next 
few years (i.e., 2006-2009). Provide the basis of your answer in full. 

RESPONSE: 

I do not believe there is a single key driver of the diversion of First-class Mail 

because First-class Mail consists of many different types of mail, each of which may be 

affected by different drivers of diversion. For example, online bill payment is likely to be 

the key driver of diversion of household bill payments. Broadband access may be the 

key driver of the diversion of bill and statement mail to households. E-mail advertising 

may be the key driver of the diversion of First-class advertising mail. Services such as 

E-Vite may be the key driver of the diversion of First-class invitations. Changing views 

toward the acceptability of e-mail might be the key driver the diversion of various other 

kinds of personal mail. The ability of businesses to coordinate their invoice, billing, and 

payment operations may be the key driver of the diversion of certain types of business- 

to-business First-class Mail. 
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GCA/USPS-T8-7 

State whether you have ever communicated to anyone as to whether, and to what 
Extent, FCLM volumes will be impacted by electronic diversion, including, but not limited 
to, the time period of the next few years (i.e., 2006-2009). Identify all such 
communications, state to whom they were made, and provide the substance of the 
communiciation. 

RESPONSE: 

Much of my work at RCF involves analysis of electronic diversion. 

Communications regarding the impact of diversion on mail volumes occur almost on a 

daily basis. Your interrogatory appears to seek a daily record of my work over a period 

of several years, a request I view as impractical. The thrust of what I have been 

communicating is what has been presented as my direct testimony in this case, as well 

as in my testimonies in R2005-1 and R2001-1. 

In addition to these testimonies, I have worked on the creation of pessimistic and 

optimistic diversion scenarios, based on different assumptions about the growth in the 

use of the many drivers of electronic diversion. The purpose of these scenarios is to 

identify a wide range of risks and opportunities facing the Postal Service, beyond those 

presented in the most likely, baseline scenario. The rt?sults of this work can be found 

on page 8 of the Postal Service's September 2005 *Strategic Transformation Plan: 2006 

- 2010," available on the Postal Service's web site, USPS corn. 
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CHAIRMAN OMAS: This brings us to oral 

cross-examination. One participant has requested oral 

cross-examination, the Greeting Card Association. 

Mr. Horwood, because of the time I'm not 

going to hold you to anything, but I was going to ask 

you about a lunch period and everything. We're 

willing to go through if it's - -  do you have an idea 

of how long? 

MR. HORWOOD: Perhaps up to an hour. If we 

want to take a lunch break, that would be fine. I do 

have one other matter. 

CHAIRMAN OMAS: Actually, would you turn 

your mic on, please? 

MR. HORWOOD: I ' m  sorry. I would guess 

perhaps an hour, perhaps less. This would be a 

convenient time for the break. I do have one other 

matter and that's that there is an additional written 

cross-examination. We received a response to one of 

our outstanding interrogatories late yesterday 

afternoon and I do have copies which I would l i k e  to 

have incorporated as written cross-examination. 

CHAIRMAN OMAS: Well, I think we were of the 

mind to proceed. I think we've got a consensus here. 

We will go ahead. You can start your cross- 

examination. Thank you very much, Mr. Horwood. 

Heritage Reporting Corporation 
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MR. HORWOOD: I go ahead and move to put it 

in the record as written cross-examination of 

responses to Postal Service witness - -  to 

interrogatory - -  

CHAIRMAN OMAS: Without objection. So 

ordered. 

(The document referred to was 

marked for identification as 

Exhibit No. GCA/USPS-T-8-8.) 

MR. KOETTING: Could the witness take a look 

at those, please? 

CHAIRMAN OMAS: Yes. 

CROSS-EXAMINATION 

BY MR. HORWOOD: 

Q Mr. Bernstein, is what has just been marked 

as a response to GCA USPS-T-8-8 your response to that 

interrogatory? 

A Yes, it is. 

Q If you were asked the questions today would 

your answers be as indicated? 

A Yes, it would. 

MR. HORWOOD: Mr. Chairman, I would like to 

have this included as part of the record. 

CHAIRMAN OMAS: Without objection. So 

ordered. 

Heritage Reporting Corporation 
(202) 625-4888 
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(The document referred to, 

previously identified as 

Exhibit No. GCAIUSPS-T-8-8, 

was received in evidence.) 

Heritage Reporting Corporation 
(202) 628-4888 
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GCA/USPS-T8-8 

Your interrogatory response GCNUSPS-T8-7 states, in part, that 'I have worked on the 
creation of pessimistic and optimistic diversion scenarios, based on different 
assumptions about the growth in the use of the many drivers of electronic diversion." 

a. Explain in detail the methodology used in the First Class pessimistic diversion 
scenario, identify how that scenario calculated the amount of electronic diversion. and 
identify the inputs used to account for "different assumptions about the growth in the 
use of the many drivers of electronic diversion." Explain, further, whether the scenario 
used the same Internet variable used in the Thress' econometric model used in this 
case. 

b. Explain in detail the methodology used in the First Class optimistic diversion scenario. 
identify how that scenario calculated the amount of electronic diversion, and identrfy the 
inputs used to account for "different assumptions about the growth in the use of the 
many drivers of electronic diversion." Explain, further, whether the scenario used the 
same Internet variable used in the Thress' econometric model used in this case. 

c. Explain in detail the methodology used in the First Class baseline diversion scenario. 
identify how that scenario calculated the amount of electronic diversion, and identify the 
inputs used to account for "different assumptions about the growth in the use of the 
many drivers of electronic diversion." Explain, further, whether the scenario used the 
same Internet variable used in the Thress' econometnc model used in this case. 

d. To the extent not explained above, explain whether the First Class pessimistic, 
optimistic, and baseline scenarios utilized the same methodologies and explain what 
different assumptions, variables, or inputs account for the different models. 

e. To the extent not explained above, identify specifically and individually all of the 
referenced "many drivers of electronic diversion." 

1. To the extent not explained above, provide the same information for a,, b., c.. and d. 
with respect to the pessimistic, baseline, and optimistic scenarios for total mail volume 
(as appear in the September 2005 Strategic Transformation Plan at p.8). 

g. Provide all documents that explain, discuss or set forth the pessimistic, optimistic, 
and baseline scenarios, including any communications from the United States Postal 
Service concerning same. 
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RESPONSE: 

a. - f. A purpose of the scenario analysis in the Strategic Plan is to provide postal 

management with a range of plausible future volumes around the baseline forecast. 

The baseline forecast is made in the same way as a rate case forecast. Econometric 

equations were estimated using data through 200503. Forecasted values of the 

explanatory variables were made, and the impacts of +hose explanatory variables were 

projected based on the estimated volume elasticities. For example, economic variable 

projections were based on Global Insight’s July baselina economic forecast. In Docket 

No. R2001-1, the forecasts of the electronic diversion variables were made by me. In 

R2005-1 rate case, 2005 Strategic Plan, and R2006-1 rate case, however, the 

electronic diversion variables were forecasted directly by Mr. Thress. Combining his 

diversion variable forecasts with the estimated elasticities of the diversion variables, a 

baseline forecast of electronic diversion is created. The baseline forecast is the 

forecast that reflects what is believed to be the most likely track that mail volume will 

follow in the future. It projects that electronic diversion will continue at approximately 

the same pace as it had been in recent years. 

The pessimistic and optimistic scenarios for First-Class Mail are created by 

varying the economic variable forecasts and the projected level of electronic diversion. 

One step is to create pessimistic and optimistic projections of the economic variables. 

In the Strategic Plan forecast, the pessimistic economic scenario was created by 

assuming a return of the “jobless recovery” that existed in 2002 and 2003. The 

optimistic economic scenario was created by assuming a return to the economic boom 

that prevailed in the 1990s. Based on these two economic histories, future economic 

values are projected, and these become inputs into the scenario forecasts. 
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In the case of electronic diversion, the pessimistic scenario projects greater 

annual future diversion than in the baseline forecast, while the optimistic scenario 

projects less annual future diversion. The analysis is not based on alternative 

projections of the diversion variables, but based on the establishment of conditions 

consistent with greater or lesser diversion. The reason behind this approach, as 

opposed to the approach used in creating economic scenarios, is to provide postal 

management with an understanding of the "states of the world" that would generate 

different levels of diversion. In other words, while peJple have an intuitive 

understanding of the features of a weaker or stronger economy (i.e., jobless recovery, 

economic boom) they are less inclined to have an intuitive understanding of what it 

means for ISP consumption expenditures, for example, to increase at a slower or faster 

rate than projected in the baseline forecast. 

What conditions would be consistent with greater electronic diversion? One 

driver would be greater than projected Internet penetration or broadband adoption. 

Competition between Internet provides could intensify, access rates could fall, and 

adoption levels would in turn be greater than projected iq the baseline. Other conditions 

consistent with greater electronic diversion would be on acceleration of the pace of 

electronic payments which in turn leads to more rapid adoption of the electronic 

presentment of bills and statements. Similarly, e-mail advertising could become a more 

effective medium, leading to greater losses of First-class advertising mail. 

The pessimistic level of annual diversion that is chosen is ultimately a judgmental 

exercise. The "inputs" to this projection are the understanding of the markets for First- 

Class Mail, the level of historical diversion (estimated econometrically) and the 

reasonableness of the final scenario forecast. 
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The optimistic scenario is created in a similar way. What conditions would be 

consistent with a slowdown of electronic diversion? One possibility is that Internet 

penetration peaks out at near its current level, much in the way that cable n/ 

penetration peaked at a level far less than universal accsss. Online banking and its 

related activities (electronic bill payment and presentment) coufd slow, perhaps because 

a major security breach deters people from conducting financial transactions online. E- 

mail adverting could succumb to the inefficiencies of clutter, and e-mail spam could 

become so prevalent that it undermines the effectiveness of legitimate advertising 

online. The optimistic level of annual diversion chosen for the Strategic Plan, like the 

pessimistic level, is a judgmental forecast. 

Thus, the pessimistic and optimistic scenarios were developed to provide some 

understanding of the potential range of impact on projectea mail volumes stemming 

from plausible variations in various underlying forecast drivers. The purpose of the 

scenario exercise was to estimate flow-through effects on volumes of the assumed 

variations if they were to occur, rather than attempt to assess the likelihood that they 

would occur. As such, no particular probabilities were assigned to those scenarios. At 

the time the baseline forecast was made and the scenario exercise was conducted, the 

baseline forecast was, by construction, the best available forecast of the most likely 

future volumes. The same holds true now for the rate case forecast presented by Mr. 

Thress. 

g. 

Strategic Plan baseline, pessimistic, and optimistic scenario forecasts. 

The document attached electronically provides a detailed discussion of the 2005 
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2005 Mail Volume Forecast Scenarios 
EXECUTIVE SUMMARY 

This paper presents three volume forecast scenarios for the fiscal years running 
from 2005 through 2010: a baseline scenario, a pessimistic scenario, and an 
optimistic scenario. These different volume forecasts are derived from analysis 
of the impacts of key drivers on mail volume: the economy, electronic diversion, 
and the behavior of postal competitors. The pessimistic and optimistic scenarios 
vary the projections of the key volume drivers from the baseline projections. 
These alternative scenarios are designed to give a plausible range of volumes 
over the next five years, given the different scenario assumptions. More or less 
extreme assumptions would bring about more or less extreme volume ranges. 
All three forecasts are based on the Postal Service’s 2005Q3, which uses postal 
volume data through 2005Q3 and economic data available as of July 2005. 

The baseline forecast is the most likely scenario. The second most likely 
scenario is the pessimistic forecast, which assumes that economic factors 
contribute less to mail volume growth and electronic diversion causes more mail 
volume decline than is projected in the baseline forecast. The least likely 
scenario is the optimistic forecast, which assumes greater positive contribution 
from the economy and lower volume losses from electronic diversion. 

For example, the baseline scenario assumes that electronic diversion will remove 
approximately 3.5 billion pieces of First-class Mail volume per year, consistent 
with the estimated diversion impact over the past few years. The baseline 
scenario also assumes that Standard Mail will remain largely unaffected by 
electronic diversion for the next few years, but by 2009, competition from the 
Internet and other new media will begin diverting about 1 .c) billion pieces of 
Standard Mail annually. 

In contrast, the pessimistic scenario assumes that the diversion of First-class 
Mail will increase to about 4.5 billion pieces per year and that approximately 2.0 
billion pieces of Standard Mail will be diverted annually beginning in 2009. The 
optimistic scenario assumes that the diversion of First-class Mail will decline to 
about 2.5 billion pieces per year and that Standard Mail will continue to be 
unaffected to a significant degree by electronic diversion. 

Regarding the economy, two key drivers of mail volume are employment and real 
(inflation-adjusted) retail sales. The baseline scenario uses Global Insight’s July 
2005 forecasts. This forecast projects that from 2005 through 2010, between 1 .O 
and 1.5 million jobs will be added to the economy each year and real retail sales 
growth will average 2.3 percent per year. In the pessimistic volume forecast 
scenario, employment grows moderately in 2006 and then declines in 2007, 
consistent with the onset of a mild recession, certainly a plausible event over the 
Volume Forecast Scenarios, August 2005 1 
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Mail Volume Forecast 
Class 2003 

actual 

First-class 99.1 
Standard 90.5 
All Other 12.6 
TOTAL 202.2 

First-class 99.1 
Standard 90.5 
All Other 12.6 
TOTAL 202.2 

First-class 99.1 
Standard 90.5 
All Other 12.6 
TOTAL 202.2 

next few years. By 2010, employment recovers to its 2006 level, meaning that 
the pessimistic economic scenario projects little net increase in employment over 
the next five years. The pessimistic scenario also projects that over the five-year 
period from 2005 through 2010, real retails sales growth averages just 0.5 
percent per year. Finally, the optimistic scenario assumes that employment 
grows by an average of more than 2.0 million jobs per year and that real retail 
sales increase by 4.1 percent per year between 2005 and 2010. 

Scenarios, FY2005-201 I 
2004 2005 2006 2007 
actual 

97.9 98.1 95.4 92.0 
95.6 100.7 104.4 106.3 
12.6 12.8 12.9 12.7 

206.1 211.6 212.7 211.0 

97.9 98.0 94.2 89.5 
95.6 100.6 102.9 102.4 
12.6 12.8 12.7 12.1 

206.1 211.4 209.6 204.0 

97.9 98.4 98.1 96.8 
95.6 100.8 105.9 109.6 
12.6 12.8 13.0 13.1 

206.1 212.0 217.0 219.5 

With respect to competitor behavior, the baseline scenario assumes that trends 
that have developed in the competitive postal markets will continue as they have 
into the future. These markets include Priority Mail, Express Mail, Standard Mail, 
and Parcel Post. The pessimistic scenario assumes these markets become even 
more competitive to the detriment of postal volumes. The optimistic scenario 
assumes these markets become less competitive, benefiting postal volumes. 

2008 

All three scenarios assume implementation of the proposed R2005-1 rates on 
January 1, 2006. In addition, the three scenarios assume a 5.5 percent across- 
the-board rate increase occurring January 1, 2007 followed by annual across- 
the-board rate increases of 3.0 percent on January 1, 2008, 2009, and 2010. 
These rate increases are not projections of future rates but are included to 
provide a more realistic view of future volumes than would result from the 
assumption of no rate increases following R2005-1. The 3.0 percent annual rate 
increases are also consistent with what might occur under price cap regulation. 

2009 

Table ES-1 presents the baseline, pessimistic, and optimistic scenario forecasts. 

Table ES-' 
Scenario 

Baseline 

~ 

Pessimistic 

Optimistic 

- 
89.9 

109.0 
12.7 

21 1.6 
- 

86.3 
102.7 
11.8 

200.6 
- 

96.7 
114.4 
13.4 

224.5 

- 
87.5 

110.6 
12.5 

210.6 
- 

82.0 
101.6 

11.4 
195.0 
- 

96.0 
118.5 
13.5 

228.0 

L 
201 0 

85 5 
111.9 
12.6 

210.0 

78.6 
100.7 
11.2 

190.5 
- 

95.4 
122.1 
13.8 

231.3 

2 Volume Forecast Scenarios, August 2005 
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In the baseline scenario, total mail volume is project& to increase in 2006. but 
then decline so that total mail volume in 2010 is projected to be 210.0 billion 
pieces, 1.6 billion pieces lower than volume in 2005. In the pessimistic scenario, 
total volume is projected to decline consistently, falling to 190.5 billion pieces in 
2010, an average annual decline of two percent over the next five year period. 
Only in the optimistic scenario is total mail volume projected to grow continually 
over the next five years, with the optimistic projection of 2010 total mail volume of 
231.3 million pieces. Nonetheless, the projected growth rate of volume in the 
optimistic scenario is just 1.8 percent per  year, barely greater than the projected 
growth in population or postal delivery points over the next five years 

The remainder of this report is organized as follows. Section I presents an 
overview of three scenario forecasts. Section II presents a discussion of the 
scenario forecasts of individual major mail products. In this section, the 
assumptions underlying the three scenarios are described as they pertain to 
each mail product. Section I l l  provides a detailed description of the approach 
used to develop the assumptions underlying each volume forecast scenario. 
Section IV presents a comparison of the current baseline, pessimistic, and 
optimistic forecasts with the 200501 forecasts, which were used in the R2005-1 
rate case and the 200403 forecasts, used in the 2005 Integrated Financial Plan. 
An appendix to this document presents the current baseline, pessimistic, and 
optimistic forecasts through 2014. 

Volume Forecast Scenarios, August 2005 3 
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lYionty & Express 0.9 0.9 
Periodicals 9.3 9.1 
Standard 90.5 95.6 
Packaee Services 1 . 1  1 . 1  

1. Forecast Overview 
a. Baseline Forecast (Most Likely) 

The baseline forecast is the most probable scenario, based on the view that 
trends that have been emerging over the past few years are likely to continue. 
The current baseline forecasts an increase in total mail volume from 21 1.6 billion 
pieces in FY 2005 to 21 2.7 billion pieces in FY 2006. By 2010, however, volume 
is projected to decline to 210.0 million pieces in the baseline scenario, a lower 
volume than is projected for 2005. 

0.9 0.9 0.9 0.9 0.9 0.9 
9.1 9.1 9.0 9.0 8.8 8.7 

100.7 104.4 106.3 109.0 110.6 1 1  1.9 
1.2 1.2 1.2 1.2 1.2 1.3 

The current baseline forecast is for First-class Mail volume to fall from 98.1 
billion pieces in 2005 to 85.5 billion pieces in 2010. The forecasted average 
decline of 2.7 percent per year is driven by electronic diversion, as well as the 
negative impact of higher postal rates assumed in the 200501 forecast. 
Standard Mail volume, on the other hand, is projected to increase from 100.7 
billion pieces in 2005 to 11 1.9 billion pieces in 2010, an average increase of 2.1 
percent per year. Standard Mail volume is expected to benefit from the 
consistent economic growth projected by Global Insight in the baseline scenario. 

The combined volumes of all other mail categories are projected to remain 
roughly constant over the next five years. Priority and Express Mail volume, for 
example, is projected to be the same in 2010 as in 2005. Periodicals Mail 
volumes, on the other hand, are projected to decline from 9.1 billion pieces in 
2005 to 8.7 billion pieces in 2010, consistent with the gradual decline that has 
been occurring in this mail class over the past decade. The baseline scenario 
projects that Package Services mail volume will show modest growth over the 
next five years, while International Mail volumes are projected to decline. 

70 Change over SPLY 
First-Class -3.2 - 1 . 1  
Pnority & Express -13.6 -1.4 
Periodicals -3.8 -2.0 
Standard 3.7 5.6 
Package Services 5.0 0.3 
International -10.9 4.8 
Total -0.3 1.9 

Table 1 shows the baseline scenario volume forecasts for the major classes of 
mail, and Graph 1 shows SPLY growth for total mail volume. 

0.2 -2.8 -3.6 -2.3 -2.7 -2.2 
3.8 0.0 -3.4 1.0 1 . 1  I .5 

-0.2 0.0 -1.3 -0.5 -1.7 - 1 . 1  
5.3 3.8 1.8 2.5 1.5 1.2 
3.7 2.8 0.2 1.8 1.2 1.8 
1.9 - 1 . 1  -2.3 0.0 -0.4 -0.2 
2.6 0.5 -0.8 0.3 -0.5 -0.3 

Table 1: Baselins Forecast 
Volumes (in billions) 2003 Z o o j  I 2005 2006 2007 2008 2009 2010 
First-class 99.1 97 9 1 98.1 95.4 92 0 89 9 87.5 85 5 

International 0.8 0.8 [ 0 9  0.9 0.8 0.8 0 8 0.8 
Total 202.2 206.1 1211.6 212.7 2110 211.6 1106 210.0 

Volume Forecast Scenarios, August 2005 4 
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Graph 1. Baseline Forecosl 
Total Mail Growth Over SPLY 

3.5% I 

b. Pessimistic Scenario (Next Most Likely) 
The pessimistic scenario forecast, which combines the pessimistic projections of 
the economy, electronic diversion, and competitor pricing is considered the next 
most likely scenario to the baseline. The pessimistic scenario forecast is for total 
mail volume to fall from 21 1.4 billion pieces in 2005 to 190.5 billion pieces in 
2010, a decline of about 2.0 percent per year. First-class Mail is projected to fall 
from 98.0 billion pieces to 78.6 billion pieces, an average annual decline of 4.3 
percent. Most of this decline is due to the pessimistic projection of greater 
electronic diversion. Standard Mail is affected primarily by the pessimistic 
economic projections included in this scenario as well as the assumption that 
volumes will begin to be negatively affected by the Internet and other new media. 
The pessimistic projection is for total Standard Mail iri 201 0 (1 00.7 billion pieces) 
to be essentially the same as in 2005 (1 00.6 billion pieces). 

Elsewhere, the pessimistic scenario projects that the combined volume of Priority 
and Express Mail will decline by 17 percent over the next five years while 
Periodicals Mail volume is projected to decline 15 percent. The pessimistic 
scenario also projects that Package Services mail volume will remain flat 
between 2005 and 2010 and International Mail volume will decline a total of 13 
percent over the next five years. 

Table 2 and Graph 2 present the pessimistic projections of the volumes of major 
classes. 

Volume Forecast Scenarios, August 2005 5 
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Volumes (in billions) 2003 2004 
First-Class 99.1 97.9 
Priority & Express 0.9 0.9 
Periodicals 9.3 9.1 
Standard 90.5 95.6 

lnremational 0.8 0.8  
Total 202.2 206.1 
% Change over SPLY 
First-class -3.2 - 1 . 1  
Pnoriry & Express -13.6 -1.4 
Periodicals -3.8 -2.0 
Standard 3.7 5.6 
Package Services 5.0 0.3 

Package Services 1 . 1  1 . 1  

2005 2006 2007 2008 2009 2010 
98.0 94.2 89.5 86.1 82.0 78.6 
0 9  09 0.8 0 8 0.8 0.8 
9 I 8.9 8.6 8.3 8.0 7.8 

100.6 102.9 102.4 102.7 101.6 100.7 
1.2 1.2 i .2 1.2 I 2 I .2  
0 9  0.8 0.8 0.8 0.8 0.7 

' 211.4 209.6 201.0 200.6 195.0 190.5 

0 1  -3.9 -5.0 -3.7 4 . 8  -4.2 
3.5 -2.7 -7.0 -3.3 -3.0 -2.4 

-04  -1.8 -3.7 -3.2 -4.0 -2.9 
5.3 2.3 -0.4 0.3 -1.0 -0.9 
3.5 1.6 -1.7 -0.1 -0.5 0 4  

~ntemitiona~ -109 4 8 1 1 5  -39  - 4 8  - 2 3  -19  - I O  
Total -03 1 9 1 2 . 5  -08 - 2 7  - 1 7  - 2 8  - 2 3  

Graph 2. Pessimlstlc Scenario 
Total Mail Growth Over SPLY 

2.5% 

2.0% 
1.5% 

1 .O% 
0.590 

0 
0 0.0% 
8 

-0 5% 
-1 0% 

-1.5% 

-2.0% 

.c 

-2.5% I 
Rscal Y 3ar 

Compared to the baseline scenario presented ezrlier, the pessimistic scenario 
projects that total mail volume 2010 will be 19.5 billion pieces, or about nine 
percent, less. The pessimistic projection of First-class Mail volume in 2010 is 
6.9 billion pieces below the baseline projection. The pessimistic projection of 
Standard Mail volume in 201 0 is 11.2 billion pieces below the baseline projection 
for that year. 

Volume Forecast Scenarios, August 2005 6 



1 4 0 7  

Prionty & Express 0.9 0.9 
Periodicals 9.3 9.1 
Standard 90.5 95.6 

International 0.8 0.8 
Total 202.2 206.1 
% Change over SPLY 

Pnonty & Express -13.6 -1.4 
Periodicals -3.8 -2.0 
Standard 3.7 5.6 
Package Services 5.0 0.3 
International -10.9 4.8 

Package Services 1 . 1  1.1 

First-class -3.2 -1.1 

Total -0.3 1.9 

c. Optimistic Scenario (Least Likely) 
The optimistic scenario assumes that the economy performs better than is 
projected in the baseline scenario, and further assumes a slowdown in the pace 
of electronic diversion. Since this diversion assumption appears unlikely, the 
optimistic scenario forecast is considered the least likely of the three forecasts 
presented in this paper. 

0.9 1.0 1.0 1.0 1.0 1 . 1  
9.1 9.2 9.3 9.5 9.5 9.5 

100.8 105.9 109.6 114.4 118.5 122.1 
1.2 1.2 1.2 1.3 I .3 I .4 
0.9 0.9 0.9 0.9 0.9 0.9 

212.0 217.0 219.5 224.5 228.0 131.3 

0.6 -0.4 -1.4 0.0 -0.8 -0.6 
4.0 1.7 -0.6 4.4 4.3 4.5 
-0.1 1.2 0.6 1.9 0.2 0.4 
5.4 5.1 3.6 4.3 3.6 3.1 
3.8 3.9 2.1 3.8 3.5 3.8 
2.3 1.9 0.4 2.4 1.2 1.3 
2.9 2.4 1.2 2.3 1.6 1.4 

In the optimistic scenario, total mail volume is projected to increase from 212.0 
billion pieces in 2005 to 231.3 billion pieces in 2010, an average annual increase 
of 1.8 percent. First-class Mail is projected to decrease even in this optimistic 
scenario, falling from 98.5 billion pieces in 2005 to 95.4 billion pieces in 2010. 
The volume of Standard Mail is mainly affected by the stronger economy 
assumed in the optimistic scenario. Standard Mail is projected to rise from 100.8 
billion pieces in 2005 to 122.1 billion in 2010, an average annual gain of almost 
four percent. 

The optimistic scenario projects that the combined volumes of Priority and 
Express Mail will increase 15 percent over the next five years. This increase is 
driven by the optimistic scenario assumption that competitors will raise their 
prices faster than inflation, causing a shift toward the postal products. The 
volume of Periodicals Mail is projected to increase from 9.1 billion pieces in 2005 
to 9.5 billion pieces in 2010 as the stronger economy projected in the optimistic 
scenario helps the magazine and newspaper industries. The optimistic scenario 
also projects that Package Services mail volume will grow by an average of 3.4 
percent per year over the next five years, due to the stronger economy and a 
more favorable competitive environment. Finally, the optimistic scenario projects 
that International Mail volumes will increase. 

Table 3 and Graph 3 show the optimistic scenario forecasts. 

Table 3: Optimistic Scenario 
Stronger Economy,’Less Electronic Diversion 

Volumes (in billions) 2003 2004 I 2005 2 0 6  2007 2008 2009 2010 
First-Class 99.1 97.9 1 98.5 98.1 96.8 96.7 96.0 95.4 
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".I .I , 

Graph 3. Optimistic Scenario 
Total Mail Growth Over SPLY 

4.5% -- .. .. .. - 

Compared to the baseline forecast presented earlier, the optimistic forecast 
projects that total mail volume in 2010 will be 21.3 billion pieces, or ten percent, 
more. For First-class Mail, the optimistic volume forecast for 2010 is 9.9 billion 
pieces greater than the baseline forecast, due mainly to a projected slowdown in 
the pace of electronic diversion, as well as greater benefit from stronger 
economic growth. The optimistic forecast of Standard Mail volume in 201 0 is 
projected to be 10.2 billion pieces more than the baseline forecast for this year, 
with this difference being driven primarily by the stronger economy projected in 
the optimistic scenario and, to a lesser extent, by the optimistic assumption that 
Standard Mail will continue to be largely unaffected by electronic diversion. 

Volume Forecast Scenarios, August 2005 
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Volumes (in billions) 2003 2MU 
Baseline 46.6 45.2 
Pessimistic 46.6 45.2 
Optimistic 46.6 45.2 
70 Change over SPLY 2003 2003 
Baseline -5.5 -3.0 
Pessimistic -5.5 -3.0 
Optimistic -5.5 -3.0 

I I .  Forecasts of Major Mail Products 
This section presents the baseline, pessimistic, and optimistic forecasts of the 
major mail products. For each product, the assumptions underlying the scenario 
forecasts are described and the impacts of these assumptions on volume are 
discussed. 

2001 Z W  2007 2008 200Y 2010 
43.5 41.5 39.2 37.6 3S.Y 34 5 
43.5 41.4 38.9 37.3 34 R 32 8 
43.6 42.1 40.3 39 3 37 8 36 6 
2005 2006 2007 2008 2009 2010 
-3.7 -4.5 -5.6 -4.0 4.6 -4.0 
-3.7 -4.8 -6.0 -4 3 -6.6 - 6 0  
-3.5 -3.4 -4.2 -2 6 -3 6 ‘ 3  J 

a. First-class Single Piece Letters 
Table 4 presents the baseline, pessimistic. and optimistic forecasts of First-class 
single-piece letters. The baseline forecast assumes that trends that have 
developed in recent years will continue to effect single-piece volume as they 
have in the recent past. In particular. this scenario projects that electronic 
diversion will continue to reduce single-piece letter volume by between 2.0 and 
2.5 billion pieces per year, as it has in the recent past. This scenario also uses 
Global Insight’s July baseline economic forecast, which projects slow but steady 
growth in employment, the primary economic driber of single-piece volume. 

In the baseline forecast, First-class single-piece letter volume is projected to fall 
from 43.5 billion pieces in 2005 to 34.5 billion pieces in 2010, a total decline of 20 
percent or an average of 4.5 percent per year. Note that this is a more rapid 
volume decline than occurred in 2004, but that was a year in which single-piece 
letter rates remained constant unlike the forecast period during which rates are 
assumed to increase. 

In the pessimistic forecast, First-class single-piece letter volume is projected to 
fall from 43.5 billion pieces in 2005 to 32.8 billion pieces in 2010, an average 
decline of 5.5 percent per year. The pessimistic forecast of single-piece letter 
volume in 201 0 is about 1.7 billion pieces below the baseline. 

Volume Forecast Scenarios, August 2005 9 
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Volumes (in billions) 2003 2004 
Baseline 47.3 47.3 
Pessimistic 47.3 47.3 
Optimistic 47.3 47.3 
7'0 Change over SPLY 2003 2004 
Baseline -0.8 0.1 
Pessimistic -0.8 0.1 
Optimistic -0.8 0 I 

The optimistic forecast of First-class single-piece letter volume assumes a 
stronger economy and greater job growth than in the baseline forecast. It 
assumes somewhat less diversion than in the baseline on the 'optimistic" 
assumption that much of the single-piece letter mail that can be diverted has 
already been diverted. The optimistic scenario also projects greater job growth 
with acts to add single-piece volume relative to the baseline 

2005 2006 2007 2008 2009 2010 
49.0 48.3 47.3 46.7 46.0 15.5 
48.9 47.2 45.1 43 4 41.8 40.5 
49.3 50.3 5 0  8 51.7 5 2  4 S ?  0 
2005 2086 2007 2008 2009 2010 
3.6 - 1 . 5  - 2 . 2  - I . ?  -1.5 - 1 . 1  
3.4 -3.5 -4.5 - 3  7 -3.8 - 3 . 2  
4.2 ?..I 0.9  1.9 1.2 1 . 1  

In the optimistic forecast, single-piece letter volume is projected to fall from 43.6 
billion pieces in 2005 to 36.6 billion pieces in 2010, an average annual decline of 
3.4 percent. Note, then, that even in the optimistic forecast, single-piece letter 
volume is projected to decline steadily 

Volume Forecast Scenarios, August 2005 10 
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As a result of these differences with the baseline scenario, the pessimistic 
scenario projects that workshared letter volume will fall from 48.9 billion pieces in 
2005 to 40.5 billion pieces in 201 0, a total decline of 17 percent. The pessimistic 
forecast of workshared letter volume in 201 0 is 5.0 billion pieces below the 
baseline forecast. 

The optimistic forecast of workshared letter volume is considered the least likely 
of the three forecasts. It assumes that the recent increase in workshare volume 
in 2005 reflects renewed strength in workshare volume, thought not to the degree 
that was experienced in the late 1990s. Electronic diversion of workshared letter 
volumes is assumed to have a smaller negative impact on volume than is 
assumed in the baseline while the economy, as measured by growth in retail 
sales, adds considerably more to volume. 

Therefore, as shown in Table 5, the optimistic scenario projects that workshared 
letter volume will increase from 49.3 billion pieces in 2005 to 53.0 billion pieces, 
an average growth rate of 1.5 percent per year. The optimistic forecast of 
workshared letter volume in 2010 is 7.5 billion pieces above the baseline forecast 
for that year. 

c. First-class Cards 
The analysis that underlies that baseline, pessimistic, and optimistic forecasts of 
First-class cards is similar to what was described earlier for single-piece and 
workshared letters. In the baseline scenario, recent trends are expected 10 
continue and electronic diversion will reduce First-class cards volume at the 
same pace as in the recent past. In the pessimistic scenario, electronic diversion 
of First-class cards is projected to increase. The optimistic scenario assumes 
the same pace of diversion as in the baseline, but includes more optimistic 
economic projections. However, because First-Cla.ss cards volume is not 
especially sensitive to the economy, the different economic scenarios have less 
of an impact on cards volume than on the volume of letters. 

The baseline, pessimistic and optimistic forecasts of First-class cards volume 
are shown in Table 6. 

Table 6: First-class Cards FErecasts 
Volumes (in billions) 2003 2004 1200s 2006 2007 2008 Z o ( w  2010 
Baseline 5.2 5.4 1 5.6 5.6 5.5 5.6 5.6 5.6 
Pessimistic 5 2  5 4  

% Change over SPLY 2003 2004 
Optimistic 5 2  5 4  

Baseline - 4 6  4 2  
Pessimistic - 4 6  4 2  
Optimistic - 4 6  4 2  

5.6 5.5 5.4 5.4 5.3 5.3 
5.6 5.7 5.1 5.1 5.8 5.9 
2005 2006 2007 2008 2009 2010 
2.4 0.6 -1.2 0.6 0.0 0.4 
2.3 -0.5 -2.2 -0.4 -0.9 -0.2 
2.6 1.7 -0.2 1.6 0.9 1.0 

In the baseline forecast, First-class cards volume is pnjected to remain near its 
current level of 5.6 billion pieces with higher postal rates and electronic diversion 
Volume Forecast Scenarios, August 2005 11 
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offsetting the positive influence on volume that comes from an increase in 
population. In the pessimistic forecast, electronic diversion of First-class cards 
increases and volume falls from 5.6 billion in 2005 to 5.3 billion pieces in 2010. 
The optimistic forecast projects an increase in cards volume to 5.9 billion pieces 
in 201 0. This increase comes from an increase in the use of First-class cards by 
advertisers as well as from a slowdown in the pace of electronic diversion. 

d. Priority Mail 
Table 7 presents the baseline, pessimistic and optimistic scenario forecasts of 
Priority Mail volumes. The scenarios provlde a wider range of volumes for 
Priority Mail than it typical for most mail products. The wider range occurs 
because Priority Mail volumes are strongly affected by the prices, services, and 
marketing strategies of competitors UPS and FedEx. Given the constantly 
changing nature of the highly competitive package delivery market, there is a 
wide range of possible behaviors by UPS, FedEx, and other smaller delivery 
companies, creating the wide range of scenario volumes presented in Table 7. 

In the baseline forecast, it is assumed that actions by UPS and FedEx neither 
add nor subtract volume from Priorlty Mail. This effect is reflected in the forecast 
by assuming that the competitors raise their rates at the same pace as inflation, 
leaving their real rates unchanged. In this basel'ne scenario, Priority Mail volume 
is projected to grow moderately over the next five years, rising from 882 million 
pieces in 2005 to 899 million pieces in 2010. The projected volume decline in 
2007 is due to the increase in rates assumed in the Daseline forecast. 

Table 7:  Priority Mail Forecasts 
Volumes (in millions) 2003 2004 I 2005 2006 2007 2008 ZOOY 2010 
Baseline 860 849 I 882 8P3 857 870 883 899 
Pessimistic 801 178 756 740 
Optimistic 899 897 941 986 1.035 

Baselme -13.9 -1.3 0.2 -2.9 1.5 1.5 I .9 
Pessimistic -13.9 -1.3 -2.5 -6.6 -2.9 -2.8 -2.2 

1.8 -0.2 4.9  4.8 5.0 

% Change over SPLY 2007 2008 2009 2010 

In the pessimistic scenario, the market in which Priority Mail operates is assumed 
to become even more competitive. This effect is reflected in the forecast by 
assuming that future UPS and FedEx rate increases are held to 1.5 percent 
below the rate of inflation. Declining real rates for competitors causes volume 
losses for Priority Mail. The pessimistic scenario also assumes a slower 
economy over the next five years, further reducing Priority Mail volumes. The 
pessimistic scenario forecast is that Priority Mail volumes will decline from 879 
million pieces in 2005 to 740 million pieces in 201 0, a total decline of 16 percent 
over the five-year period. 

The optimistic scenario forecast assumes that UPS and FedEx adopt strategies 
geared more toward increasing their revenues at the expense of volume. This 
Volume Forecast Scenarios, August 2005 12 
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Volumes fin millions) 2003 2004 
Baseline 56 54 
Pessimistic 56 54 
Optimistic 56 54 
B Change over SPLY 2003 2004 

Pessimistic -8.9 -3.1 
Baseline -8.9 -3.1 

Optimistic -8.9 -3.1 

impact is reflected in the forecast by assuming that UPS and FedEx raise their 
rates at faster pace than inflation. The optimistic scenario also projects faster 
economic growth than the baseline. As a result of these optimistic assumptions, 
the forecast is for Priority Mail volume to increase to 1,035 million pieces in 2010, 
a 17 percent rise over the next five years. 

2005 2006 2007 2008 2009 2010 
55 54 48 45 42 40 
55 52 45 41 38 35 
55 55 52 50 48 45 

2005 2006 2007 2008 2009 2010 
2.1 -2.7 -9.9 -7.0 -6.2 -6 J 
1.8 -5.4 -13.2 -9.9 -7.9 -7.8 
2.3 0.2 -6.6 -4.1 -4 4 - 5  0 

In the pessimistic scenario, the overnight delivery market is assumed to become 
more competitive, driven mainly by expanded operations by UPS and DHL. This 
impact is included in the forecast by assuming that FedEx responds to this 
competitive threat by holding their rate increases to 1.5 percent below the rate of 
inflation. The decline in the real rates charged by FedEx reduces Express Mail 
volumes. In addition, the pessimistic scenario projects a slower economy, 
reflected in essentially flat levels of employment, the economic driver of Express 
Mail volumes. In the pessimistic scenario, Express Mail volume is projected to 
fall by more than one-third, 55 million pieces in 2005 to 35 million pieces in 201 0. 

In the optimistic scenario, employment is assumed to grow more rapidly than is 
projected in the baseline. More important, the optimistic scenario assumes that 
the competitive landscape of the overnight market changes in a way that allows 
FedEx to raise its rates by more than inflation. Higher FedEx rates contribute to 
Volume Forecast Scenarios, August 2005 13 
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- 
Volumes (in billions) 2003 2003 
Baseline 9.3 9.1 
P e w  mistic 9.3 9.1 
Optimistic 9.3 9.1 
% Change over SPLY 2003 2004 
Baseline -3.8 -2.0 

Optimistic -3.8 -2.0 
Pessimistic -3.8 -2.0 

Express Mail volumes. However, given the recent history of this market, in which 
competition has increased, the optimistic competitor behavior scenario is 
considered the least likely of three scenarios. 

2005 2006 2007 ZW8 2 0 0  2010 - 
9.1 9.1 9.0 9.0 8.8 8.7 
9.1 11.9 8.6 8.3 8.0 7 8  
9.1 9.2 9.3 9.5 9.5 9.5 

2005 2006 2007 2008 2009 2010 
-0.2 0.0 -1.3 -0.5 -1.7 - 1 . 1  

-0.1 1.2 0.6 1.9 0.2 0.4 
-0.4 -1.8 -3.7 -3.2 -4.0 -2 9 

Even in the optimistic scenario, however, Express Mail volumes are projected to 
decline, though at a slower pace than in the baseline forecast. Volume in 2010 is 
projected to be 45 million pieces or about five million pieces above the baseline 
forecast for that year 
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Pessimistic 46.6 50.8 
Optimistic 46.6 50.8 
% Change over SPLY 2003 2004 
Baseline 7.1 8.9 
Pessimistic 7.1 8.9 

Optl lnis t ic  7.1 8.9 

The optimistic scenario differs from the baseline in that it projects a large 
increase in employment and decreasing real paper prices, both of which 
contribute to Periodicals Mail volume. The optimistic scenario also projects a 
somewhat slower adoption rate for broadband Internet which mildly reduces the 
pace of electronic diversion. In this optimistic scenario, Periodicals Mail volume 
remains almost constant, rising from 9.1 billion pieces in 2005 to 9.5 billion 
pieces in 201 0. 

53.5 55.4 56.8 S8.5 5 8 9  SY 2 
53.6 57.1 6 0 6  6 4 3  67.2 69 8 
2005 2006 2007 2008 Z w 9  2010 
5.4 5.2 4.6 4.8 2.9 2 3 
5.3 3.7 2.6 2.9 0.8 0 5  
5.5 6.6 6.1 6.2 4 6 3 9 

g. Standard Regular Mail 
Standard Regular Mail volumes depend on the economy, as well as 
developments in the advertising industry, including the use of the Internet and 
other new media as a substitute for direct mail. In the baseline scenario, the 
economy is projected to show steady growth over the next five years, with real 
retail sales projected to grow an average of 2.2 percent per year and real 
investment spending projected to an average of 3.3 percent per year. Moreover, 
the baseline scenario projects that for the near-term, there will be little reduction 
in Standard Mail volumes due to electronic diversion. However, electronic 
diversion is projected to being reducing Standard Mail volumes by one percent 
per year beginning in 2009 in the baseline case. 

As shown in Table 10, the baseiine Scenario forecast is for Standard Regular 
Mail volume to increase from 53.5 billion pieces in 2005 to 64.9 billion pieces in 
201 0. This amounts to an average annual increase of about 4.0 percent over the 
five-year period. Note that the impact of future electronic diversion is seen with 
the reduction in volume growth beginning in 2009. 

Table 10: Standard Regular Mail Forecasts 
Volumes (in billions) 2003 200.1 1 200.5 2% 2007 2008 2009 2010 
Base line 46.6 50.8 1 53.5 55.3 58 9 61 7 63 4 64 Y 

- 
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Pessimistic 29.3 30.3 
Optimistic 29.3 30.3 
% Change over SPLY 2003 2004 
Baseline -1.2 3.5 
Pessimistic -1.2 3.5 

Optlniistic -1.2 3.5 

by 2010, Standard Regular Mail volume will be 5.7 billion pieces lower than in the 
baseline case. 

32.0 32 2 30.4 29.1 28.0 27.0 
32.1 33.3 33.3 34.0 35.0 35.6 
2005 2006 2007 2008 2009 2010 
5.6 2.2 -2.6 -0.9 -0.3 -0.9 
5.6 0.5 -5.5 -4.2 -3.9 -3.7 
5.7 3.7 -0.1 2.2 2.9 1.7 

The optimistic scenario projects a stronger economy than in the baseline, with 
real retail sales and real investment spending growing at annual rates of 4.1 
percent and 7.1 percent, respectively. The optimistic scenario projects that for 
the foreseeable future, electronic diversion will not reduce Standard Regular Mail 
volumes. 

As a result of these optimistic assumptions, Standard Regular Mail volume is 
projected to increase from will increase from 53.6 billion in 2005 to 69.8 billion in 
201 0. This represents an average growth of 5.4 percent per year over the next 
five years. By 2010, the optimistic scenario forecast is 4.9 billion pieces greater 
than the baseline forecast. 

h. Standard ECR Mail 
Standard ECR Mail, like Regular Mail, is affected by the economy. However, 
econometric analysis shows that ECR Mail is more sensitive to price and to the 
prices of other forms of advertising. Therefore, ?he assumption of higher postal 
rates included in the scenario forecasts will have a larger negative effect on 
Standard ECR Mail volume. Moreover, ECR Mail is currently subject to some 
electronic diversion as Internet advertising substitutes from some types of ECR 
mail. Finally, as advertising mailers have improved their targeting ability, there 
has been a reduction in the use of Standard ECR Mail in favor of Standard 
Regular Mail. 

In the baseline scenario, these conditions are expected to continue into the 
future. The economy is projected to grow steadily, newspaper advertising prices 
are projected to continue to increase as they have been, and Internet advertising 
is projected to grab a larger and larger share of the advertising dollar. Moreover, 
the gradual shift of mail from ECR to more targe?ed Regular Mail is projected to 
continue as well. Standard ECR Mail volume is projected to decline from 32.0 
billion pieces in 2010 to 31.3 billion pieces in 201 0 as higher real postal rates 
reduce the use of ECR Mail. 

Table 11: Standard ECR Mail Forecasts - 
Voluines (in billions) 2003 2004 I 2005 2006 2007 2008 2009 2010 
Baseline 29.3 30.3 I 32.0 32.7 31.9 31.6 31.5 31.3 

In the pessimistic scenario, slower economic growth is projected. More 
important, the pessimistic scenario projects a larger increase in the Internet 
Volume Forecast Scenarios, August 2005 16 
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Pessimistic 14.5 14.4 
Optimistic 14.5 14.4 
% Change over SPLY 2003 ZOO4 
Baseline 3.7 -0.6 
Pessimistic 3.7 -0.6 

Optlni is t ic  3.7 -0.6 

advertising share while other forms of advertising further reduce ECR volumes. 
Table 11 shows that in the pessimistic case, Standard ECR Mail volume is 
projected to fall from 32.0 billion pieces in 2005 to 27.0 billion pieces in 2010, an 
average decline of 3.4 percent per year over the next five years. Thus, the 
pessimistic volume projection for 201 0 is 4.3 billion pieces below the baseline 
projection. 

15.1 15.3 15.2 15.1 14.7 146 
15.1 lS.5 15.8 16.1 16.3 16.7 

2005 2004 2007 2008 2009 2010 
4.6 2.1 0.8 0.9 -0.5 1 . 1  
4.6 1.2 -0.6 -0.5 -2.6 -0.9 
4.6 2.8 1.8 1 8 1 . 1  2 8 

The optimistic scenario projects stronger economic growth than in the baseline, 
as discussed in the Standard Regular Mail section. The optimistic scenario 
projects a smaller increase in the Internet advertising share than in the baseline 
and further assumes that no additional sources of diversion projected to emerge 
over the next five years. Consequently, the optimistic scenario projects that ECR 
volui-ne will increase from 32.1 billion pieces in 2005 to 35.6 billion in 2010, an 
average increase of 2.0 percent per year. 

i. Standard Nonprofit Mail 
The baseline, pessimistic, and optimistic scenario forecasts for Standard 
Nonprofit Mail are presented in Table 12. The baseline scenario projects that 
Nonprofit Mail volume will increase from 15.1 billion pieces in 2005 to 15.8 billion 
pieces in 2010. The main driver of this volume increase is the economy, 
reflected by growth in retail sales, the economic driver of Standard Nonprofit Mail 
volume. At present, electronic diversion has not had a major impact on Standard 
Nonprofit Mail volumes and that condition is expected to continue through 2008. 
Beginning in 2009, the baseline scenario projects that the Internet and 
alternatives to direct mail solicitations will begin to divert one percent of Standard 
Nonprofit Mail per year. Overall, the baseline scenario projects volume to grow 
by an average of about 1 .O percent per year over the next five years. 

Table 12: Standard Nonprofit Mail Forecasts - 
2003 2004 1 2005 2006 2007 2008 2009 2010 

Baseline 14.5 144 1 1 5 1  154 I55 157 1 5 6  I S 8  
Volumes (in billions) - 
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Baseline 387 376 
Pessimistic 387 316 
Optiinistic 387 376 
% Change over SPLY 2003 2004 
Baseline 3 9  - 2 9  
Pessimistic 3 9  - 2 9  

Finally, the optimistic scenario projects a stronger economy than in the baseline 
case and assumes that Standard Nonprofit Mail volumes remain largely 
unaffected by electronic diversion. Volume is therefore projected to increase to 
16.7 billion pieces in 2007, almost one billion more pieces than is projected for 
that year in the baseline scenario. The optimistic forecast calls for an average 
annual increase in Standard Nonprofit Mail volume of 2.0 percent. 

~~ ~ 

391 3P3 368 366 364 364 
391 377 350 337 324 316 
392 390 386 398 409 42C 

2005 2 0 6  2007 2008 2ou9 2010 
4 1  -20 -41 -05 - 0 6  01 
4 0  -35 - 7 1  - 3 9  - 3 8  - 2 5  

i. Parcel Post 
Table 13 presents the baseline, pessimistic and optimistic scenario forecasts of 
total Parcel Post volume. Total volume is forecast as the sum of non-destination 
entry and destination entry volume. The evidence shows that the volumes of 
these two categories of parcel post are driven by different factors, with 
destination entry being more sensitive to its price and the prices charged by its 
competitors. Moreover, destination entry volumes have been harmed by the 
incrseasing competitive nature of the ground delivery market. 

The baseline scenario assumes that both UPS and FedEx raise their rates at the 
same pace as inflation, thereby keeping their real rates unchanged. This is 
equivalent to assuming that there are no major changes to the competitive 
structure of the industry over the next five years. As shown in Table 13. the 
baseline scenario projects total parcel post volume to decline from 391 million 
pieces in 2005 to 364 million pieces in 2010. a fall of saven percent over the five- 
year period. This decline is primarily driven by the assumption of higher postal 
rates in the future. 

Table 13: Total Parcel Post Forecasts 
Volumes (in millions) 2003 2004 1 2005 2006 2007 2008 2uoY 2010 
- 

The pessimistic scenario projects that the already competitive ground delivery 
market becomes even more competitive. This change is reflected in the forecast 
by assuming that UPS and FedEx hold their future rate increases to 1.5 percent 
below the rate of inflation. The decline in their real rates causes volume to shift 
away from Parcel Post, with the effect being greater in the more price sensitive 
destination entry category. In addition to this direct rate effect, the pessimistic 
scenario also assumes that UPS and FedEx engage in marketing initiatives that 
cause additional losses of parcel post volume. Therefore, the pessimistic 
scenario projects that Parcel Post volume will fall from 391 million pieces in 2005 
to 316 million pieces in 2010, a total decline of about 20 percent. 
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The optimistic scenario differs from the baseline scenario in two key ways. First, 
it assumes that UPS and FedEx increase their ground delivery rates at a faster 
pace than overall inflation. Second, it assumes that the parcel post gains volume 
as a result of non-price considerations. 

Table 13 shows that in the optimistic scenario, total Parcel Post volume is 
projected to increase from 392 million pieces in 2005 to 420 million pieces in 
2010, a total rise of 7.1 percent over the five-year period. The optimistic scenario 
projects about 56 million more pieces of parcel post volume in 2010 than is 
projected in the baseline case. 

k. Bound Printed Matter 
The baseline, optimistic, and pessimistic scenario forecasts of Bound Printed 
Matter are presented in Table 14. The baseline scenario assumes that Bound 
Printed Matter volume will continue to be driven by increases in mail order retail 
sale!; which have helped raise volume from 545 million pieces in 2003 to a 
projected 589 million pieces in 2005. Going forward, the forecast is for a further 
volume increase to 684 million pieces in 2010, representing an average volume 
gain of 3.0 percent per year. 

The pessimistic scenario projects a weaker economy than the baseline. The 
weaker economic projection includes slower growth in mail order retail sales 
which acts to reduce volume relative to the baseline. Bound Printed Matter 
volume is projected to rise from 588 million pieces in 2005 to 638 million pieces 
in 201 0, an average annual increase of 1.6 percent per year. 

The optimistic scenario projects a stronger economy and, as a result, a greater 
increase in mail order retail sales that is projected in the baseline case. Bound 
Printed Matter volume is projected to increase from 589 million pieces in 2005 to 
746 million pieces in 2010 in the optimistic scenario. This represents an average 
annual increase of 4.8 compared with the baseline forecast of 3.0 percent annual 
average growth. 

Table 14: Bound Printed Matter Forecasts - 
Volumes (in millions) 2003 2004 I 2005 2006; 2007 2008 2009 2010 
Basel ne 545 554 1 589 621 639 657 666 684 
Pessimistic 545 554 
Optlnllstlc 545 554 
70 Change over SPLY 2003 2004 
Baseline 7.3 1 6  
Pessimistic 1.3 1.6 

O p t l n l l S t l C  1.3 1 6  

588 613 620 628 628 638 
589 628 656 685 711 746 
2005 2006 2007 2008 2009 2010 

6.4 5.5 2.9 2.8 1.4 2.7 
6.2 4.3 1.2 1 . 1  0.1 I .5 
6.4 6.5 4.5 4 4  3.8 4.9 
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Pessimistic I79 186 
Optimistic 179 186 
?h Change over SPLY 2003 2004 
Baseline 2.6 3.9 
Pessimistic 2.6 3.9 

Optlrnistic 2.6 3.9 

1. Media Mail 
Table 15 presents the scenario forecasts for Media Mail. In the baseline 
scenario, volume is projected to increase from 178 million pieces in 2005 to 202 
million pieces in 2010, an average rise of 2.6 percent per year. The main driver 
of this increase is growth in mail order retail sales. 

178 185 I84 188 I94 197 
178 187 I88 I94 202 2 0 6  

2005 2006 2007 2DO8 2uo9 2010 
4 2  4 4  0.2 2.9 3 3 I Y 
-4.3 3.7 -0.3 2.4 2 . Y  I 5 
-4.2 4.8 0.7 3 3 3 _I - -  3 3  

The pessimistic scenario projects slower growth in mail order retail sales than in 
the baseline which, in turn, leads to slower growth in Media Mail volumes. In this 
scenario, volume is projected to increase to 197 million pieces in 2010. Finally, 
the loptimistic scenario projects stronger growth in mail order retail sales than in 
the baseline. This leads to a larger increase in Media Mail volumes which, in the 
optimistic scenario, are projected to be 206 million pieces in 2010. 

- 
Volumes (in millions) 2003 2004 
Baseline 844 
Pessimistic 844 
Optimistic 844 
70 Change over SPLY 2003 2004 
Baseline 4.8 
Pessimistic 4.8 

Optllnistic 4.8 

Table 15: Medla Mail Forecasts - 
Volumes (in millions) 2003 2004 I 2005 2006 2007 2008 2009 2010 
Basehine 179 186 1 178 186 187 I92 198 202 

2005 2006 2007 2008 2009 2010 
860 851 831 832 829 830 
856 823 783 765 751 7W 
863 879 882 903 914 926 

2005 2006 2007 2008 2009 2010 
1.9 - 1 . 1  -2.3 0.0 -0.4 0.2 
1.5 -3.9 -4.8 -2.3 -1.9 -1.0 
2.3 1.9 0.4 2.4 I . ?  I .3 

m. International Mail 
The baseline, pessimistic, and optimistic scenario fcrecasts of International Mail 
volumes are presented in Table 16. In general, two factors drive International 
Mail volumes. The first is the positive influence of rising international trade and 
related activities. The second is the negative impact from electronic diversion 
due to the use of e-mail as a substitute for International Mail. In the baseline 
case, these two effects are seen as being roughly offsetting, but higher 
International Mail rates cause volume to decline from 860 million pieces in 2005 
to 830 million pieces in 2010. 
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In the optimistic scenario, growth in international activity (both business and 
personal) is projected to dominate the negative eflects of electronic diversion. 
International Mail volumes are projected to rise to 926 million pieces in 2010. a 
total increase of 7.3 percent over the five-year period. 

n. Registered Mail 
Tabke 17 presents the scenario forecasts for Registered Mail. In the baseline 
scenario, Registered Mail volume is driven mainly by the continuation of a long- 
term negative trend. Volume is projected to fall almost by haH over the next five 
years, declining from 7.6 million pieces in 2005 to 3.9 million pieces in 2010. 

The pessimistic scenario differs from the baseline scenario in two ways. First. an 
additional negative trend of 1 .O percent per year is included in the forecast. 
Second, since Registered Mail volumes are tied to First-class letter volumes, the 
pessimistic scenario forecast for Registered Mail is based on the pessimistic 
scenario forecast of First-class letters. In this pessimistic scenario, volume 
declines to 3.6 million pieces in 2010. 

In the optimistic scenario, a positive trend of 1 .O percent per year is added to the 
forecast. In addition, the optimistic scenario forecast of Registered Mail is based 
on the optimistic scenario forecast of First-class letters. As this optimistic 
forecast was considered the least likely of the three volume scenarios for First- 
Class letters, it is also the least likely of the three volume scenarios for 
Registered Mail. Volume is projected at 4.3 million pieces in 2010. 

Table 17: Realstered Mall Forecasts - - 
Volume (in Millions) 2003 2004 t00.5 2006 2007 2008 2uoV 2010 
Baseline 8 1  7 4  7 6  6 4  5 5  5 0  4-1 > Y  
Pessimistic 8.1 7 4  ~ 7.6 6.3 5.3 4 7  J I  3 6  
Optimistic 8.1 7.4 7.6 6.6 5 8 5.3 J 8 4 3 
% Change over SPLY 2003 2004 ~ 2005 2006 2067 ZOOX Zuo9 2010 
Baseline -12.6 - 9 . 0 .  2.3 -15.7 -13.9 -10.4 - 1 1 . 8  -108 
Pessimistic -12.6 -9.0 j 2.1 -17.1 -15.3 -12.0 -136  . I : ?  

Optlrnistic -12.6 -9.0 2.7 -13.6 -11.9 - 8 3  -100 - Y 5  

0. Insured Mail 

The baseline scenario forecast of Insured Mail assumes that the long-term 
negative volume trend continues. The pessimistic scenario forecast includes an 
annual negative trend of one percent. Moreover, since the volume of Insured 
Mail is driven by the Postal Service’s package market volumes, the pessimistic 
scenario forecast for Insured Mail is based on the pessimistic scenario forecasts 
of the postal package products. The optimistic scenario differs from the baseline 
in that it includes a positive 1 .O percent annual trend and it is based on the 
optiimistic scenario forecast of the postal package forecasts. 
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Table 18 presents the scenario forecasts for Insured Mail. In the baseline case, 
Insured Mail volume falls by about half over the next five years, from 49 million 
pieces in 2005 to 25 million pieces in 2010. The pessimistic and optimistic 
scenario forecasts are similar to the baseline, with a forecasted 2010 volume of 
23 million pieces in the pessimistic scenario and 30 million pieces in the 
optimistic scenario. Thus, in all three scenarios, the historical downward trend in 
Insured Mail volumes continues to drive the forecast. 

Table 18: Insured Mail Forecasts - 
Volunie (in Millions) 2003 Z W I  2005 2006 2007 2008 2009 2010 
Baseline 58 53 49 SI 38 33 28 25 
Pessimistic 58 53 49 43 37 32 26 ?S 
Optimistic 58 53 4Y 45 40 35 31 30 
70 Change over SPLY 2003 2004 , 2005 2006 2007 2008 2009 2010 
Baseline - I  7 -10.0 ' - 7 5  -10.7 -12.8 -12.8 - 1 4 9  . I 3 J  
Pessimistic . I  7 -100 - 7 6  -12.0 -14.5 -14.5 -164  .I15 

Opumistic - 1 7  -100 - 7 3  -9.3 - 1 1 2  -11.0 -132 . I 2 2  

p. Certified Mail 
Table 19 presents the scenario forecasts for Certified Mail. The baseline 
scenario is the most likely case and assumes that Certified Mail volumes will 
continue to grow much as they have in the rocent past. The pessimistic forecast 
includes a negative trend of 1 .O percent per year. Moreover, since the volume of 
Certified Mail is tied to the volume of First-class letters, the pessimistic scenario 
forecast is based on the pessimistic scenario forecast for letters. In the optimistic 
scerlario, the forecast is based on the optimistic scenario forecast for letters, 
making it the least likely of the three scenarios. In addition, the optimistic 
scerlario includes an additional 1 .O percent positive annual trend. 

Table 19: Certified Mail Forecasts 

Volume (in Millions) 2003 2003 I 2005 2006 2007 2008 2009 2010 

Pessimistic 271 274 I 257 256 247 243 238 236 
Optinustic 271 274 1 259 272 276 287 298 307 
TO Change over SPLY 2003 2004 ~ 2005 2006 2007 2008 2009 2010 
Baseline -4.3 0.8 1 -6.0 1.7 - I . ?  0.7 1.0 1.3 
Pessiinistic -4.3 0.8 1 -6.2 -0.5 -3.4 -1.6 -1.8 - I 1  
Optimistic -4.3 0.8 -5.5 5.0  1.8 38  3.7 3.3 

Baseline 271 274 I 257 262 259 260 263 2 6 6  

In the baseline scenario, Certified Mail volumes are projected to increase 
modestly, rising from 257 million pieces in 2005 to 266 million pieces in 201 0. In 
the pessimistic scenario, volume falls to 236 million pieces in 2010, while in the 
optimistic scenario, Certified Mail volume reaches 307 million pieces in 201 0. 
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q. COD Mail 
Table 20 presents the scenario forecast for COD Mail. In all three scenarios, 
COC) volumes are projected to decline as they have been for many years. The 
pessimistic scenario assumes this decline will occur more rapidly than in the 
baseline scenario, which is accomplished by including a 1 .O percent annual 
negative trend into the pessimistic scenario forecast. The optimistic scenario 
forecast includes a 1 .O percent positive annual trend. Overall, the impact of the 
different scenario trends is far less than the negative trend included in the 
baseline forecast. In all three scenarios, COD volume is projected to decline 
frori its projected volume of 1.5 million pieces in 2005. 

Table 20: COD Mall Forecasts - 
Volume (in Millions) 2003 200.1 2005 2006 2007 2008 2009 2010 
Base line 1.9 1.9 , 1.5 1.5 I 4  1.3 I . ?  1 . 1  
Pessi nistic 1.9 1 . 9 ; l . S  1.5 1.4 1.3 1.2 1 . 1  
Optimistic 1.9 1 9  1.5 1.5 1.4 1.4 1.3 I.? 
% Change over SPLY 2003 200.1 2005 2006 2007 2008 2009 2010 

Pessi nistic -18.6 2.6 j - 2 1 . 2  0.5 - 8 6  -7.9 - 7 7  - 6 9  
Baseline -18.6 2.6 , -21.0 1.6 -7.7 -7.0 -6.8 -6.3 

Optlnist ic  -18.6 ?.6 -20.9 2.7 -6.8 -60  - 6 0  -5.8 

r. Return Receipts 
Return Receipts volume'is driven by the volume of Certified Mail as these two 
products are often used together. As such, Return Receipts volume is also 
driven by First-class letter volume, as this is a driver of Certified Mail. In the 
baseline scenario, Return Receipts volume is projected to remain flat. 

The pessimistic scenario forecast for Return Receipts is based on the pessimistic 
scenario forecast for Certified Mail. In addition, a negative 1 .O percent annual 
trend is included in the forecast. In this scenario, Seturn Receipts volume 
declines from 236 million pieces in 2005 to 208 million pieces in 2010, 13.5 
percent less than the baseline scenario forecast :Oi that year. 

Table 21 : Return Receipts Forecasts - 
Volume (in Millions) 2003 200.1 ~ 2005 2% 2007 2008 2009 2010 
Baseline 231 239 I 237 238 235 236 238 241 
Pessimistic 231 239 1 236 231 221 216 211 208 
Optimistic 231 239 239 248 253 263 274 283 
% Change over SPLY 2003 2004 1 2005 2006 2007 2008 2009 2010 
Base line -7.3 3.2 -0.8 0.4 -1.6 0.7 0.8 1 . 1  

- 1 . i  -2.4 -4.3 -2.2 -2.4 -1.4 
-0.2 4.2 1.8 4.1 3 .8  3.3 

Pessimistic 
Optlrnistic 

The optimistic scenario forecast includes a positive annual trend of 1 .O percent. 
In addition, the optimistic scenario forecast for Return Receipts is based on the 
optimistic scenario forecast of Certified Mail which, in turn, is based on the 
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optirnistic scenario forecast of First-class letters. As a result, the optimistic 
scenario is considered the least likely of the three scenarios. In this scenario, 
Return Receipts volume increases from 239 million pieces in 2005 to 283 million 
pieces in 201 0, 17.5 percent more than in the baseline scenario forecast. 

s. Money Orders 
Table 22 presents the baseline, pessimistic and optimistic scenario forecasts for 
Money Orders. Money Order volumes have recently come under pressure due 
to the entry of Wal-Mart and other retailers into the money order business. The 
baseline scenario assumes that this increase in competition will continue to 
reduce money order volumes. Volume is therefore projected to decline from 181 
million pieces in 2005 to 149 million pieces in 2010, a total drop of about 18 
percent over the five-year period. 

Table 22: Money Orders Mail Forecasts 
Volume (in Millions) 2003 2004 ~ 2005 2006 2007 2008 2009 2010 
Baselme 198 188 181 179 170 163 156 I49 

Optimistic 198 188 182 183 178 174 168 162 
?A Change over SPLY 2003 2004 ' 2005 2006 2007 2008 2009 2010 
Baseline -8.5 -5.8 I - 3 4  -1.2 -5.2 -4.2 -4.5 -4.0 
Pessimistic -8.5 -5  8 ~ -3.6 -3.2 -7.3 -6.0 -5.6 --l 8 

Optimistic -8.5 -5 8 -3.3 0.8 -3.1 -2.4 - 3 . 3  - 3 . 2  

- 
Pessimistic 198 188 i 181 175 163 153 143 137 

The pessimistic scenario includes the pessimistic projection of essentially 
constant employment over the next five years. In addition, the forecast includes 
a negative 1 .O percent annual trend on the view that the money order market 
could become even more competitive. Money Order volume declines from 181 
million pieces in 2005 to 137 million pieces in 201 0, a 24 percent decrease. 

The optimistic scenario includes the optimistic projection that employment will 
increase by more than two million jobs per year over the next five years. The 
optimistic forecast also assumes that the money order market becomes less 
competitive in the future, an impact that is reflected in the forecast by a 1 .O 
perc:ent positive annual trend. However, given that this market is becoming more 
and more competitive, this optimistic scenario should be viewed as the least 
likely case. Nevertheless. Money Order volume is still projected to decline in the 
optimistic scenario, falling from 182 million pieces in 2005 to 162 million pieces in 
2010. Over the five-year period, this represents an eleven percent decline. 

t. Delivery and Signature Confirmation 
Delivery and Signature Confirmation volumes have been growing rapidly, which 
is often the case for a new product. The baseline scenario assumes that volume 
will (continue to grow but at a more reasonable pace than has been experienced 
in the recent past. Volume is projected to rise from 692 million pieces in 2005 to 
905 million pieces in 2010, an average increase of 5.5 percent per year. 
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The pessimistic scenario projects that the slowdown in the growth of Delivery and 
Signature Confirmation volume will occur more rapidly than is projected in the 
baseline. A negative 1 .O percent annual trend is included in the forecast. As a 
result, volume is projected to rise more slowly than in the baseline case, 
increasing from 691 million pieces in 2005 to 863 million pieces in 2010, an 
average annual rise of 4.6 percent. 

The ,optimistic scenario projects that volume growth will remain stronger than 
projected in baseline case, and it includes a one percent positive annual trend. 
In thrs scenario, Delivery and Signature Confirmation volumes increase from 693 
million pieces in 2005 to 949 million pieces in 2010, a 37 percent increase. 

Table 23 presents the baseline, pessimistic, and optimistic scenario forecast for 
Delivery and Signature Confirmation volumes. 

Table 23: Delivery & Signature Confirmation Mail Forecasts - 
Volume (in Millions) 2003 2004 ~ 2005 2006 2007 2008 2009 2010 
Baseline 515 599 692 738 773 822 863 905 
Pessirnisfic 515 599 691 729 756 796 828 863 
Optimistic 515 599 I 693 147 790 849 X99 949 
70 Change over SPLY 2003 2003 I 2005 2006 2007 2008 2009 2010 
Baseline 81.9 17.2 1 15.5 6.7 4.7 6.3 5.0 4.9 
Pessimistic 81.9 17.2 1 15.3 5.5 3 7  5.2  4.1 4 3 

B i i s f i c  81.9 17.2 I 15.6 7.8 5 8 7.4 5.9 5 5  
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111. Approach to Creating Pessimistic and Optimistic Scenarios 

Pessimistic and optimistic scenarios have been created to give a plausible range 
of mail volumes around the baseline forecast. These scenarios also show the 
sensitivity of mail volumes to assumptions about the behavior of key volume 
drivers such as the economy, electronic diversion, and competitor behavior. 

The pessimistic forecast differs from the baseline forecast in that it projects a 
weaker economy as well as larger losses from electronic diversion. The 
pessimistic forecast also projects greater losses to competitors due to more 
aggressive pricing and marketing behavior on their. part. The optimistic forecast 
projects a stronger economy, less electronic diversion, and a more favorable 
competitive environment than forecast in the baseline. The pessimistic scenarios 
are considered more likely than the optimistic scenarios and therefore, as a 
whole, the pessimistic scenario is considered the second-most likely scenario 
(behind the baseline) while the optimistic scenario is considered the least likely 
scenario. 

The pessimistic and optimistic scenario projections for economic performance, 
electronic diversion, and competitor pricing will be discussed in turn. 

A. Economic Scenarios 
The baseline economic scenario is taken from Global Insight's July economic 
forecast. This forecast projects steady economic growth over the next five years. 
However, no one can know for sure whether an economic recession or 
substantial slowdown will occur sometime over the next five years. This prospect 
is taken into consideration in the pessimistic economic scenario which introduces 
a mild economic recession into the economy in 2007 and generally weaker 
economic performance over the five years from 2005 through 2010. 

Another possibility is that the economy could exparience stronger growth than 
projected in the baseline scenario. This prospect is taken into consideration in 
the optimistic economic scenario which assumes more rapid economic growth 
than is projected in Global Insight's baseline forecast. 

Both the pessimistic and optimistic economic scenarios are created by modifying 
the baseline economic forecasts by applying historical variations in the 
performance of key economic variables. Three variables that have been found to 
be drivers of mail volumes are employment, retail sales, and business investment 
spending. Table 24 presents average annual changes in these three variables 
from 2005 to 2010 for each of the three economic scenarios. Retail sales and 
investment spending are presented in real terms, Le., adjusted for inflation. 
Note that there are other economic variables that influence mail volumes but 
Table 24 focuses on the most important economic drivers. 
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Table 24: Average Annual Percentage Change in Economic Variables 
2005 to 201 0 

Pessimistic, Baseline, and Optimistic Economic Scenarios - 
Economic Variable Pessimistic Baseline Optimistic 

Real Retail Sales 0.5% 2.3% 4.1% 
Private Sector Employment 0.3% 1 . 1 %  2.0% 

Real Business Investment Spending - 0 . 5 9  3 .39  7 2T 

In tPle baseline scenario, employment is projected to increase at an annual rate 
of 1 , l  percent which corresponds lo a net gain of about 6.4 million private sector 
jobs over the next five years. Real retail sales are projected to increase an 
average of 2.3 percent per year in the baseline scenario. Real business 
investment spending, a key driver of Standard Mail, is projected to increase by 
an average of 3.3 percent per year in the baseline scenario. 

- 

In the pessimistic scenario, employment is projected to decline in 2007 and then 
recover modestly. From 2005 through 2010, virtually no net increase in private 
sector employment growth is projected This scenario is consistent with a mild 
recession. A deeper recession, were it to occur, would have even greater 
adverse affects on mail volumes than projected in the pessimistic economic 
scenario. 

The pessimistic scenario also projects that real retail sales will increase al just a 
0.5 percent annual rate, meaning that retail sales growth will be just greater than 
inflation. Investment spending is projected to declirle in real terms over the next 
five years in the pessimistic economic scenario. 

The optimistic scenario projects that employment will increase by an average of 
2.0 percent per year over the next five years, equivalent to about 2.25 million 
additional private sectors jobs added each year. Tnis is approximately the same 
pace as occurred from 1995 through 2000. The oFtimistic scenario also projects 
that real retail sales wilt grow by an average of 4.? percent per year over the 
forecast horizon. Real investment spending is projected to grow even more 
rapidly, rising by an average of 7.2 percent per year. The greater variation of 
investment spending in the three scenarios is consistent with the greater 
historical volatility of this variable. 

One other note is that the variation of economic performance is likely greater in 
the near-term than in the long-term. The economy’s record of economic growth 
over any three year period during the last four decades is much less stable than 
its record over longer periods. As such, the range given to the economic 
variables over the next three years is greater than the range given to them over 
the longer-term. 
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9. Electronic Diversion Scenarios 
Electronic diversion refers to the loss of mail volumes due to the use of 
technological alternatives such as e-mail. online bill payment, electronic funds 
transfers, electronic bill presentment, and advertising over the Internet. It 
encompasses both the direct replacement of mail (e.g.. a bill that is paid online 
instead of through the mail) as well the effect of changing household, business, 
and government use of the mail due to the many technological changes that 
have occurred over the past decade or so. Thus, the term "electronic diversion" 
is used to reflect these adverse impacts on the mail even though not all mail 
diversion is directly attributable to any specific electronic alternative. 

Elecironic diversion effects are included in the Postal Service volume models in 
two ways. The first is to relate the loss of mail volume to specific measures of 
technological use such as total online experience, the number of broadband 
subscribers, or the Internet advertising share. A second way in which diversion 
is included in the volume models is through trend terms that measure the decline 
in mail volume related to the general increase in the use of technological 
alternatives to the mail and other recent changes to the markets in which postal 
products operate. Historical data are used to estimate the past impact of 
diversion of mail volumes, and these historical estimates form the basis of the 
projected levels of diversion included in the baseline, pessimistic, and optimistic 
scenarios. 

Table 25 presents the approximate amount of electronic diversion included in the 
baseline, pessimistic, and optimistic scenarios. 

Table 25: Average Annual Volume Loss to Electronic Diversion 
2005 to 201 0 

First-'Class Mail  4.5 billion 3.6 bi II ion 
Standard Mail  
Periodicals Mail 270 million 
* Starting in 2009 

The baseline forecast projects that electronic diversion will continue to reduce 
mail volumes at about the same rate that it has in the recent past. In First-class 
Mail, this diversion has been estimated at about 3.6 billion pieces per year. 
Going forward, the baseline electronic diversion scenario projects a continuation 
of this volume loss, which is equivalent to about 4.0 percent volume loss per 
year. 

Standard Mail has not been strongly affected by electronic diversion, though 
there is evidence that ECR mail volume has been reduced somewhat by Internet 
advertising. Going forward, this situation is projected to continue through 2008. 
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However, beginning in 2009, the baseline model assumes that electronic 
dive'rsion begins to reduce Standard Mail volumes by one percent per year. The 
2009 starting point is admittedly a bit arbitrary. It may occur sooner. it may occur 
later, it may not occur at all. However, given the increased interest by marketers 
in alternatives to traditional advertising, it seems reasonable to expect that at 
some point in the future, Standard Mail volumes will be negatively affected. 

Periodicals Mail has also been affected by electronic diversion in recent years, as 
well as by a long-term decline in the reading of newspapers. The baseline 
diversion scenario is that these volume losses will continue at their recent rate of 
about two percent per year, taking into account both the long-term volume 
decline and the more recent declines due to electronic diversion. 

The pessimistic diversion scenario projects a greater rate of diversion than in the 
baseline. In First-class, diversion is projected to average about 4.5 billion pieces 
per year in this scenario, compared to 3.6 billion pieces per year in the baseline 
case. Increased diversion may result from a number of factors. First, the 
penetration of household Internet usage may rise more rapidly than projected in 
the baseline. The Internet could become nearly as commonplace as telephones. 
Second, and more important, households already using the Internet may make 
greater use of electronic alternatives for bill payment. Even now, only about one 
in si.K households pay any bills online. Another area of potentially larger losses of 
volume is the business-to-household market. As households pay more bills 
online, they are likely to begin receiving more bills online. It is reasonable to 
assume a more rapid adoption of electronic bill presentment than is projected in 
the baseline diversion scenario. Finally, business-to-business communications 
could shift more rapidly to the Internet. 

The pessimistic scenario also projects tha? electronic diversion will begin to 
appreciably reduce Standard Mail volumes beginning in 2009, but this scenario 
assumes that diversion reduces volume by two percent per year, equivalent to 
about 2.1 billion pieces of Standard Mail annually. ?he pessimistic scenario also 
projects greater diversion of Periodicals Mail volumes than in the baseline 
scenario, with the Internet and other alternatives to magazines and newspapers 
diverting about three percent of Periodicals Mail volume per year. 

The optimistic diversion scenario, in which diversion slows from its current pace, 
is considered unlikely. As a result, the optimistic scenario - including the 
optimistic assumptions regarding the economy and competitor pricing - is 
considered less likely than the pessimistic forecast scenario. Still, it is possible 
that certain events will act to slow the loss of mail to electronic alternatives. First, 
h0u:;ehold Internet penetration growth is slowing, and it is possible that the 
Internet use will peak out at about seventy percent of households, similar to the 
current level of cable-TV penetration. Second, there has been a noted increase 
in the amount of computer viruses and e-mail scams that may cause people to 
avoid using the Internet for financial activities. Finally, it is possible that the shift 
Volurne Forecast Scenarios, August 2005 29 



1 4 3 0  

of business-to-business mail to the Internet could be slowed as a resutt of 
proprietary standards for data transmission complicating coordination between 
enterprises. 

In the optimistic diversion scenario, the annual losses of First-class Mail are 
projected to be about 2.4 billion pieces per year, about one-third less diversion 
than is included in the baseline scenario. The optimistic scenario also projects 
that Standard Mail volume will be largely unaffected by electronic diversion over 
the next five years. Finally, this scenario also projects that diversion will only 
remove about 1.5 percent of Periodicals volume on an annual basis. 

C. Competitor Price Scenarios 
The volumes of Priority Mail, Express Mail, and Parcel Post are affected by the 
prices of private delivery companies, principally UPS and FedEx. Table 26 
shows the competitor price scenarios used in the baseline. optimistic, and 
pessimistic forecasts. The baseline scenario projects that UPS and FedEx both 
raise their prices at the same rate as inflation, leaving their real prices 
unchanged. Put differently, the baseline scenario projects that the pricing and 
marketing strategies of UPS and FedEx neither reduce nor increase the volume 
of postal products. 

In the pessimistic competitor price scenario, UPS and FedEx are projected to 
limit their price increases to 1.5 percent below the rate of inflation. This decline 
in the real price of postal competitors will act to reduce the volume of postal 
products relative to the baseline scenario. The pessimistic competitor price 
assumption can also be taken to mean that in the pessimistic scenario, the 
competitive nature of the market will change in ways detrimental to postal volume 
growth. For example, expanded activity by DHL would be expected to make the 
overnight and package delivery markets more competitive than they are now. 

In the optimistic competitor price scenario, both UPS and FedEx are projected to 
raise their rates by more than inflation. This projected increase in the real prices 
charged by competitors will lead to greater volumes of competing postal products 
that would result in the baseline scenario. Again, this scenario can also be 
interpreted as meaning that overnight and package delivery markets change in 
way:s that are beneficial to the Postal Service. 

Table 26: Average Real Annual Percentage Change in Competitor Price 
2005 to 201 0 

Pessimistic, Baseline, and Optimistic Scenarios - 
Competitor Price Pessimistic Baseline Optimistic 
UPS - 1.5% 0% +IS% 
FedEx - 1.5% 0% +1.5% 
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The pessimistic and optimistic competitor price scenarios are based on the past 
behavior of UPS and FedEx. Historically, UPS has raised its rates relative to 
inflation while FedEx price increases have tended to be less than inflation. In the 
pessimistic scenario, competition from FedEx (and other delivery firms like DHL), 
forces UPS to reduce their price increases relative to inflation. In the optimistic 
scenario, FedEx adopts a pricing strategy similar to what UPS has pursued in the 
past, focusing on increasing prices and revenues at the expense of volumes. 
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IV. Comparison with Other Forecasts 
The 200503 baseline total volume forecast is within the range presented in the 
200501 forecast and the 2005 Integrated Financial Plan (2005 IFP) forecast. 
Focusing on 201 0, Table 27 shows that for total mail and for First-class Mail and 
Standard Mail, the 200503 baseline forecast is below the 200501 and 2005 IFP 
baseline forecasts, but well within the range created by the baseline and 
pessimistic scenarios. The 200503 baseline forecast of All Other Mail volume IS 
greater than the earlier baseline forecasts, but within the range created by the 
earlier baseline and optimistic forecasts. 

Table 27 also shows that the 200503 pessimistic and optimistic forecasts of total 
mail, First-class Mail and Standard Mail are close to the pessimistic and 
optirnistic forecasts from 200501 and the 2005 IFP. The 200503 pessimistic 
and optimistic forecasts of All Other Mail volume are close to those from the 
200!jQ1 forecast, but noticeably greater than those from the 2005 IFP. 

Table 27 
Comparison of Forecasts of GFY 2010 Volumes 

200503 200501 200403 
Mail (Class Forecast Forecast IFP 2005 

Pessimistic 190.5 193.7 189 8 
Total Mail Baseline 210.0 217.6 211.4 

Optimistic 231.3 236.3 231 6 
Pessimistic 78.6 78.4 80.0 

First-class Baseline 05.5 89.5 07.0 
Optimistic 95 4 97 9 966 

Pessimistic 100 7 104 3 loo 2 
Standard Baseline 111.9 115.9 11 3.2 

Optimistic 122.1 124.9 122.4 
Pessimistic 1 1.2 10.9 '36 

All Other Baseline 12.6 12.2 11.2 
Optimistic 13.8 13.5 12 6 - 
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Appendix: Long-Term Forecasts to 201 4 
The appendix presents baseline, pessimistic, and optimistic forecasts for fiscal 
years through 2014. As was the case for the forecasts through 2010, the 
baseline forecast is considered the most likefy. the pessimistic forecast the 
second most likely, and the optimistic forecast the least likely. 
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. .~ 2002 2003 
First-class Mail 102,379 99,059 
Priority Mail 998 860 

Periodical Mail 9,690 9,320 
Standard Mail 87.231 90,492 
Package Services 1,075 1,129 
International Mail 904 805 
Total 202,822 202,185 
% Change Over SPLY 

Express Mail 61 56 

First-class Mail -1.2% -3.2% 
Priority Mail -10.7% -13.9% 
Express Mail -11 7% -8.9% 
Periodical Mail -3.8% -3.8% 
Standard Mail -3.0% 3.7% 
Package Services -1 6% 50% 
lnternalronal Mail -16 5% -10 9% I 6 1% 33% -19% -01% -24% 05% -37% 1 0% -2 7% 16% -22% 
Total -2 2% -0 3% I 1 4% 0 7% 0 0% 0 4% 0 9% 0 6% 0 1% 0 3% -0 3% 01% 0 2 %  

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 

97,505 95,361 92.865 90,945 89,547 87.908 85,886 84,835 82,984 81.952 80.487 
837 81 1 757 717 663 628 574 557 512 502 460 

54 54 52 50 48 46 43 42 41 40 38 
9.038 8.825 8.684 8.403 8.311 8,098 7,936 7,773 7,656 7,517 7,410 

95,062 98.838 101,493 104,516 107.835 111,009 113,388 115,271 116,559 117.982 119,213 
1,127 1,139 1,150 1,153 1,162 1,170 1.187 1,206 1,225 1,233 1,248 

855 883 866 865 845 849 818 827 804 817 799 

205,051 206,476 206,448 207,241 209,026 210,337 210,477 211,172 210,459 210,747 210,382 

-1.6% -2.2% -2.6% -2.1% -1.5% -1 8% -2.3% -1.2% -2.2% -1.2% -1.8% 
-2.7% -3.1% -6 7% -5.3% -7 5% -5 3% 8.6% -30% -8 0% -2.0% -8.3% 
-3 3% 0 0% -3 3% -50% -4 2% -3 7% -50% .2 5% -4 2% -22% -4 0% 
-3 0% -24% -1  6% -32% -1 1% .26% -20% -2 1% -1.5% -1 8% -1.3% 
5.1 % 4 0% 2 7% 3 0% 3 2% 2 9% 2 1% 1 7% 11% 1.2% 1 .O% 
-0.1% 11% 10% 0 3% 0 7% 0 1% 15% 1 6% 16% 0 6% 1.3% 

Volume Forecast Scenarios A-2 



Table A2. Pessimistic Vo lume Scenario 
2002 2003 1 2004 2005 2006 2007 2008 2009 2010 2011 201 2 2013 2014 

international Mail 904 805 
Total 202,822 202,185 
% Change Over SPLY 
First-class Mail -1.2% -3.2% 
Priority Mail -10.7% -13.9% 
Express Mail -1 1.7% -8.9% 
Periodical Mail -3.8% -38% 
Standard Mail -3.0% 3 7% 
Package Services -1 6% 5.0% 
international Mail -16.5% -10.9% 
Total -2.2% 4.3% 

First-class Mail 102,379 99,059 
Priority Mail 998 860 
Express Mail 61 56 
Periodical mail 9,690 9,320 
Standard Mail 87,231 90,492 
Package Services 1,075 1,129 

850 84 1 790 756 71 1 689 640 623 584 572 539 
204.852 203,690 199,673 196,699 195,837 192,847 188,875 186,318 182,628 179,856 176,590 

-1.7% -3.4% 4 .4% -3 8% -2 8% -2 9% -3.4% -2.3% -3 3% -2.4% -2.9% 
4.0% -9.6% -10.1% -84% -95% -72% -10.5% -5.0% -9.9% 4 .0% -10.2% 
4.2% 4 .5% -5.5% 6 7% -50% -4 5% -58% -3.3% -5.0% -3.0% 4 .8% 
-3.2% -3 8% -4 0% 6 1% -36% -4 5% -3 6% -3 7% -3 1% -3.4% -2.9% 
5 0% 2 7% 0 6% 1 1 %  1 9 %  41% -08% -04% 4 9 %  4 8 %  4 . 9 %  
4.5% -1 6% -1 8% -2 3% -1 7% -1 7% -08% -0 7% -06% -1.7% -09% 
5.6% -1.1% -6 1% 4 3% -59% -3 1% -7 2% -26% 6.2% -2 1% -5.7% 
1.3% -0.6% -2.0% -1 5% 4 4 %  -1 5% -2 1% -1.4% -20% -1  5% -1 8% 

97,399 94,101 89,984 86.562 84,150 81.675 78.897 77,055 74,527 72,773 70,669 
825 746 671 614 556 516 462 439 395 379 341 

53 51 48 45 43 41 38 37 35 34 33 
9,024 8,682 8.334 7,824 7,543 7,207 6,945 6,685 6.478 6.255 6,073 

95,004 97,597 98.179 99,244 101,175 101,065 100,232 99,808 98.925 98.151 97,239 
1,123 1,106 1,086 1,061 1,043 1,025 1,017 1,010 1,004 987 979 
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Table A3. Optimistic Volume Scenario 
1001 7003 I 2004 700s 2006 2007 2008 2009 2010 201 1 2012 2013 2014 

First-class Mail 102,379 99,059 
Priority Mail 998 860 
Express Mail 61 56 
Periodical mail 9,690 9,320 
Standard Mail 87,231 90,492 
Package Services 1,075 1,129 
International Mail 904 805 
Total 202,822 202,185 
YO Change Over SPLY 
First-class Mail -1.2% -3.2% 
Priority Mail -10.7% -13.9% 
Express Mail -11.7% -8.9% 
Periodical Mail -3.8% -3.8% 
Standard Mail -3.0% 3.7% 
Package Setvices -1.6% 5.0% 
International Mail -16.5% -10.9% 
Total -2.2% -0.3% 

97,611 96,634 95.826 95,532 95,265 94.586 93.458 93,359 92,352 92,236 91.612 
839 836 810 793 749 724 676 669 628 629 589 
54 55 55 54 52 51 49 48 47 46 45 

9,053 8.969 9,051 9,037 9,186 9.138 9,116 9.096 9,119 9,120 9,163 
95,121 100,100 104,933 110,090 114,779 119,011 122,535 125,563 128.050 130,721 133,364 

1,128 1,151 1,177 1,195 1.218 1,240 1,272 1,306 1,342 1,365 1,398 
858 915 929 957 960 99 1 981 1,018 1,017 1,061 1,066 

205,236 209,226 213,361 218,250 222.824 226,371 228,730 231,720 233,234 235,882 237,954 

-1.5% -1.0% -0.8% -0.3% -0 3% 4 7 %  -1.2% -0.1% -1.1% 4.1% -0.7% 
-2.4% -0.3% -3.1% -2.2% -5.6% -3 3% -6.7% -1.0% -6.1% 0.1% -6.4% 
-3.1% 2.5% -0.7% -28% -30% -2 5% -3.8% -1.3% -3 1% -1.0% -2.9% 
-2.9% 4.9% 09% 4 2 %  16% 4 5 %  4 2 %  4 2 %  0 3% 0.0% 0.5% 
5.1% 5.2% 4 8% 4 9% 4.3% 3.7% 3 0% 2 5% 2 0% 2.1% 2.0% 
0 0% 2 0% 2 3% 1 6% 1 9% 1 8% 2 6% 2 I% 2 7% 1.8% 2.4% 

4 4% 0.5% 6.5% 6.6% 1.5% 3 1% 0.3% 31% -1 1% 38% 4 1 %  
1.5% 1.9% 2.0% 2.3% 2 1% I 6% 1 0% 1 3% 0 7% 1 1 %  0.9% 
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BY MR. HORWOOD: 

Q Mr. Bernstein, is it appropriate for 

economic purposes to consider a payments market that 

is a competing market for goods and service for 

presenting bills and making payments in the United 

States? 

A Yes. 

Q On page 50 of your testimony and following 

you've discussed the household payment market. Is 

that right? 

A Give me a second here. That's correct. 

Q On lines 20 and 21, page 50, you state that 

the increases of the use of el.ectronic alternatives to 

paying bills by mail found in the diary study are 

corroborated by a variety of sources. Do you see 

that? 

A Yes, I do. 

Q In discovery the Postal Service made 

avai able to GCA copies of the sources you referenced. 

That s at our Interrogatory 8-3. Are you familiar 

with that? 

A Yes. 

Q Included in those materials is a study 

produced by Federal Reserve Bank employees entitled 

Trends In The Use of Payment Instruments In The United 

Heritage Reporting Corporation 
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States. Do you recall that? 

A Yes. I've read that. 

Q Okay. Do you have a copy with you? 

A No. 

MR. HORWOOD: Your Honor, I have a copy 

here. I'm not sure that it's necessary to make an 

exhibit, but I would like to just hand it to the 

witness and refer him to a page there. Would that be 

permissible? 

CHAIRMAN OMAS: Yes. 

BY MR. HORWOOD: 

Q If you look at page 196 under the subheading 

summaries of findings the article states, "confirming 

the results of earlier studies recent survey data show 

that the number of checks paid in the United States 

has been declining, althcugh the number of electronic 

payments has been increasing led by growth in debit 

card payments. The number of electronic payments 

exceeded the number of check payments in 2 0 0 3 . "  Do 

you see that? 

A Yes, I do. 

Q Do you believe that to be a correct 

statement? 

A I assume that it is a correct statement 

coming from the Federal Reserve. Yes. 

Heritage Reporting Corporation 
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Q Do you have any reasor, to doubt that the 

trend described there is still true? 

A My understanding is that check payments are 

continuing to decline, electronic payments are 

continuing to rise. Yes. 

Q In the way that you view the electronic 

payments market did the number of electronic payments 

exceed the number of check payments in 2 0 0 3 ?  

A The way that I view i t .  For the purpose of 

the issue of mail the way I view it is pa-yments that 

would be, or could be, or are sent by mail, so that 

would probably exclude a large number of debit card 

payments and credit card payments as well of course 

cash payments which are not even mentioned there 

because they're not payments that would be, or would 

have been, or could be, or are made by mail. 

So within the context of my testimony I 

define the market more along the lines as payments for 

which mail is a more reasonabie alternative. So 

that's excluding all the times you 90 to the store and 

you use your debit card to make a payment. The 

Federal Reserve I think is including that, so their 

measure of the market is broader, all payments, and in 

their market measure electronic payments are the 

maj ority . 

Heritage Reporting Corporation 
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In the market as I have defined it in my 

testimony payments by mail are still the majority. 

Q Do you have Mr. Thress' testimony handy? 

A I do not have it handy. No. 

MR. HORWOOD: Counsel. I wonder if it could 

be provided to him. 

BY MR. HORWOOD: 

Q Mr. Bernstein, I'd like to refer you to 

Table 6 of that testimony which is on page 47. 

A Yes. I see it. 

Q The total number of payments in 2003 was 

81.2 million. Is that right? 

A Billion. Yes. 

Q Billion. Okay. 

A 81.2 billion. 

Q The total number of check payments is 36.7 

billion. Is that right? 

A Yes. 

Q Would you agree that not all check payments 

are mailed? 

A Right. 

Q So as of 2003 some 45 percent of the total 

U.S. payment market are payments by check and over 55 

percent are payments by electronic means. Is that 

right? 

Heritage Reporting Corporation 
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A I‘m assuming that your 45 percent is 3 6 . 7  

divided by 81.2 and if that’s 45 percent then that’s 

correct 

Q There’s every reasor, to believe that trend 

is continuing. Is that right? 

A Yes. 

Q In the future mailed checks are going to be 

even less of a percentage of the total U.S. payments 

market. Is that a fair assumption? 

A U.S. mailed checks that is probably correct, 

although this data actually referred to all checks. 

Q Now, getting back to a subject I was 

discussing with Mr. Thress, given that mailed checks 

represent less than 45 percent of payments that are 

made would you agree as an ecoromist that mail does 

not have market power in the payments market? 

A Well, the payments market is not just one 

market. It depends how you define the market. If 

you’re talking about all payme!it.s then there are many, 

many different ways to make pa-pents. I don’t think 

you’ve actually defined what the term market power 

means, and I don’t think actually that the term 

logically applies in this discuss.i.on to be honest. 

There are a lot of different ways to make 

payments. Market power refers to some kind of control 

Heritage Reporting Corporation 
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over a segment of the marketplace and I would say 

that, yes, the mail or checks have some control over a 

certain part of the marketplace. Does it have less 

than it used to? Probably so. Does it still have 

some? Yes. 

Q Does it have the ability to charge what's 

known as monopoly rents? 

A I don't know. I don't know. 

Q Let me ask you what monopoly rents are as 

you understand it? 

A Well, to be able to charge a price really 

above the price that would exist in a more competitive 

market. Now, you're not even sure how we define the 

price of a check exactly for a check payment. They're 

not perfect substitutes and to the extent that they're 

not perfect substitutes means that there's some market 

power. It may not be great, but it exists. 

Q Is there less market power in the Postal 

Service over first-class mail today then there was 10 

years ago? 

A See you haven't really defined market power, 

so I don't think I can answer that without really 

defining the term market power. Is it represent a 

smaller share of a certain market? Yes. Is that 

exactly the same as market power? I wouldn't say so. 
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Q Does it mean that there's more of a 

likelihood that through price increases volumes might 

be lost to substitutes? 

A Apparently not. 

Q Why not? 

A Because the price elasticity of first-class 

mail is not different than it has been. Nor does 

there appear to be observable evidence that it's 

different in terms of just looking at the data. 

Q How about with respect to the payment 

submarket of first-class mail? Is that still not 

price elastic? 

A I'm not sure because that hasn't been 

addressed specifically in an econometric sense. My 

feeling is that the loss of pa'yments from mail has 

very little to do with the price of mail. Although 

there may be some affect I do not believe that is a 

dominant affect. I think the dominant affect is 

outside of the price of mail. 

Q What are the basis for your feeling? 

A Observing the fact that there doesn't seem 

to be much of a relation between postal rate changes 

and the bill payment behavior as found say in the 

household diary study. I don't think you would look 

at it and say that's when postal rates went up. I 
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think what you see is a steady decline in the payment 

share by mail. It doesn't appear to be linked in any 

close way to the price of first-class mail. 

I don't think in terms of discussion - -  I 

suspect that you will read through this document. I 

don't know if there will be a statement in that 

document, there might be, this is the Federal Reserve 

document, that mentions the price of first-class mail 

Possibly they do. I don't know. 

I've read a lot of dccuments along these 

lines talking about online banking, talking about 

NATCHA or ACH transactions, various things like that 

and I honestly cannot say that other than something 

that may have been prepared by the Postal Service have 

I seen a discussion of the price of the first-class 

letter as being a factor. 

Q If you could refer, please, to Table 25 on 

page 51 of your testimony. 

A Yes. 

Q Here, Table 25 is 1a.beled Share of Household 

Bills Paid by Different Methods, and it's based on the 

Household Diaries study, is that right? 

A That I s correct . 

Q And that study is only household bill 

payments, right? 
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A That's right. 

Q So it doesn't address business-to-business 

payments ? 

A No, it doesn't. 

Q Or government-to-government payments? 

A That's right. 

Q Or government-to-business or business-to- 

government? 

A Right. Or government to household. 

Q Okay. 

A Or business to household. 

Q Okay. A question that I had asked Mr. 

Thress I'll see if you know. Does the Household 

Diaries study track debit card payments? 

A No, it does not. TJnlcss people on their own 

blend debit card payments with credit card payments. 

It addresses how people pay regiilar bills, bills as 

opposed to payments. For instance, the credit card 

refers to not somebody using a credit card bct 

somebody using a credit card to make a rerjular bill 

payment like, you know, paying my, I don't know, 

newspaper subscription by credit card. 

And to the extent that a person might use 

their debit card and consider i.t identical to the 

credit card, it might. But I don't think that that's 
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obviously what the vast majority of debit card 

transactions are. 

Q Table 25 shows that in 2003, 73.5 percent of 

households paid bills by mail, is that right? 

A It actually shows that 73.5 percent of 

household bills were paid by mail. 

Q Okay. 

A It’s a share of bills, not a share of 

households. 

Q Thank you. 

A Yes. 

Q How do you reconcile that 73.5 percent with 

the Federal Reserve data in Mr. Thress’ Table 6 that 

in 2003 mail payments constituted less than what we‘ve 

calculated, 45 percent of the total U.S. payments 

market? 

A Two different sets of payments. This looked 

at household payments of recurring, regular bills by 

mail. The Federal Reserve data looked at all payments 

of any kind by all methods and therefore j u s t  looking 

at checks, for example, the Federal Reserve data, I 

believe, said there were 36.5 billion checks. Those 

are all checks written, whether you paid your landlord 

with a check or you wrote a check at the grocery 

store, or you gave birthday money with a check or 
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anything that was written by a check would be included 

in the Federal Reserve total. 

The Household Diary Study is looking at a 

payment and it's not really by check, it's by mail. 

Now we presume that payments by mail are by check. 

But, for example, there are payments in person. Those 

may very well be payments by check as well. You might 

go to someone and personally give them a check. 

That's the distinction, is it's different payments and 

it's focused on the method of delivery as opposed to 

specifically the method of payment, I guess. 

So it's different. it's 73.5 percent of a 

different number than the Federal Reserve study. 

Q If you can turn please to page 60 of your 

testimony. Beginning on line seven, you say that 

combined with the earlier observation about the 

uniqueness of on-line billing households, these 

results indicate that future growth in on-line bill 

payment as opposed to other electronic payment methods 

could be the key driver of future share of bills paid 

by mail. 

Do you see that testimony? 

A Yes. 

Q Do you anywhere in your testimony address 

the root causes of why on-line bill payment is 
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growing? 

A I don't know that I do. And I'm trying to 

think if I addressed that in earlier testimony. I may 

have. Are you asking me why? 

Q Yes. First I asked if, now I'll ask why. 

A Well, I think it is, there was another study 

at the Federal Reserve that said the precursor to on- 

line bill payment was the direct deposit, that people 

who had direct deposit, typically paychecks but also 

social security checks, but more so I think with 

paychecks. Once you realize that you can get paid 

electronically it made people perhaps more accepting 

of the notion of paying others electronically so they 

in that study, which I don't have the author or the 

time or the title, but the idea I have, is that that 

was one of the steps. 

Obviously having a computer if you're going 

to pay on-line as opposed to another method of 

electronic payment is going to be important. Having 

broadband or faster connections is going to make the 

process a lot easier. If you have to dial up every 

time you want to pay a bill it's just not going to be 

very fruitful to do so. So that would also be a 

driver. 

There's a demographic age factor. Younger 
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people who become more familiar with computers are 

going to do it. My parents will never pay a bill on- 

line. I j u s t  can't imagine. So there's that sort of 

cultural acceptance of technology as well. Those are 

some of the key factors. 

Q I'd like to refer you to your answer to GCA 

Interrogatory 6 .  

A Give me a moment. 

(Pause) . 

A 1 see it. 

Q You say you do not believe there is a single 

key driver from the diversion of first class mail 

because first class consists of many different types 

of mail, each of which may be affected by different 

drivers of diversion, and for example on-line bill 

payment is likely to be the key driver of diversion of 

household bill payments, broadband access may be the 

key driver of diversion of bills and statements mailed 

to households. 

When you say that broadband access may be 

the key driver of diversion of bills and statements 

mailed to households, what do you mean? 

A I think that as more a.nd more people get 

broadband, it represents a different kind of internet 

access than dial-up access. It's always on, it's 
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faster, it says something about the user, that they 

would actually pay more in many cases to get this. So 

to me it's representative of someone who's more 

connected literally and figuratively with the internet 

and more reachable that way, more accepting of it, 

more comfortable with it. I think that that would 

then be something, that sort of person with that kind 

of technology would be more inclined to receive bills 

and statements and other information via the internet 

than someone who does not have broadband. 

Q Would it be fair to say that broadband 

access doesn't cause a diversion of billing Statements 

but there is a correlation or association between 

increased broadband penetration and increased 

diversion? 

A I think it's both. There is a cause because 

it just makes it easier to receive that kind of 

information. There is the fact that, as I said, if 

every time I wanted to look at a bill I had to dial up 

on my computer and go to that trouble I probably 

wouldn't want to do it like that, so there is a cause, 

but I think there's also a correlation, as I said. 

People who have broadband are more apt to be accepting 

of on-line statements, for example. 

Q Is broadband penetration increasing? 
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A Yes, it is. 

Q Has it reached anything like the levels of 

internet penetration? 

A No, because there are non-broadband internet 
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people. 

Q The usage of broadband is increasing also as 

well as the penetration. 

A I'm not sure I understand exactly your 

distinction. How much time people spend on-line using 

broadband? 

Q That's right. How much they use it rather 

than whether they have it available. 

A I believe so, yes. 

Q Is the interest of business in reducing 

postage and printing costs J caxal driver to the 

increased diversion of billing statement payments C Y  

households? 

A I would imagine that that is a factor. 

Q Is the business inteyest in expedi:ing 

payments another causal driver? 

A It may be, yes. 

Q Did the study material you considered 

address the root causes associated with increased 

diversion of billing statement mailed to households? 

A I'm not sure exactly what you mean by the 
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root causes. In general, yes, in that we're talking 

about now bills and statements sent by businesses to 

households, I assume. Is that what you're referring 

to? 

Q Yes. 

A Yes. For instance, billing, we're aware of 

the fact that it can be cheaper for a business, once 

sort of the infrastructure costs are considered, 

cheaper for a business to present things 

electronically than by the mail. 

Q If you could turn please to Interrogatory 1 

of GCA. 

A Yes. 

Q Part C, you indicated that one way to 

estimate future levels of diversion of first class 

mail would be to decompose first class mail into 

individual mail segments and inake a segment by segment 

projection of diversion. Do you see that? 

A Yes. 

Q Would you agree that pa-pents mail would be 

a logical mail segment to look at with respect to 

electronic diversion? 

A Yes. 

Q Why is that? 

A Because it's a definable type of mail 
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Q Would you expect that the on-demand 

elasticity for payments mailed to be higher than the 

on-demand elasticity for first class mail as a whole? 

A I don‘t know. It’s a very divers mail 

stream, so I don’t know. 

MR. HORWOOD: Mr. Chairman, I had sent as a 

possible cross-examination exhibit to counsel for the 

Postal Service excerpts from the Strategic 

Transformation Plan 2006-2010 of the United States 

Postal Service. It was dated September 2005. 

I ’ d  like to have that marked as an exhibit. 

CHAIRMAN OMAS: Mr. Horwood, what are you 

naming this exhibit? 

We need you to get over on the mike so the 

Reporter can get it, please. 

MR. HORWOOD: GCA Cross-Examination Exhibit 

1, I guess. What is the convention for naming cross- 

examination exhibits? 

CHAIRMAN OMAS: Your first exhibit would be 

Exhibit 1. Thank you. 

(The document referred to was 

marked for identification as 

GCA Gross Examination Exhibit 

1.) 

BY MR. HORWOOD: 
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Q Mr. Bernstein, you referred to this study 

as, you know what your response to an interrogatory 

does, right? 

A Yes, I do. 

Q Were you involved in providing input to this 

study? 

A I was. 

Q What was the extent of that involvement? 

MR. KOETTING: Could I have a clarification? 

When you say this study. 

MR. HORWOOD: Cross-Examination Exhibit 1, 

or the entire document. The entire Strategic 

Transformation Plan. 

MR. KOETTING: We might want some 

clarification of exactly what it was that Witness 

Bernstein had input into because he certainly didn't 

have input into the entire transformation plan. 

THE WITNESS: No, I did not. 

MR. HORWOOD: All right. 

BY MR. HORWOOD: 

Q Let me ask, Mr. Bernstein, what was the 

input you had? 

A The input that I had involved the mail 

volume scenarios which are found, I believe, on page 

eight. 
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Q You had sent your response yesterday to GCA 

Interrogatory number T8-8 which has been marked as a 

cross-examination exhibit, is that right? 

A That's correct. 

Q Is the material that is discussed in answer 

to that interrogatory some of which of the 

interrogatory that was provided to the Postal Service 

that's reflected in Exhibit GCA Cross-Examination l? 

A I'm not quite sure I understand, but the 

scenarios, for example, the volume shown in the 

scenarios in the graphs on page eight were discussed, 

the creation of those scenarios, the thinking behind 

it, the numbers, were discussed in the other document 

that was provided along with the response to your 

Interrogatory 8. 

Q Were these prepare6 at different times? 

A I don't honestly know when the 

transformation plan document was prepared. I did not 

write it. The date on it says September of 2005, so I 

assume around that time. 

The writeup of the scenarios was some point 

before that, probably before that although it's 

conceivable that the actual writeup came as a similar 

process, separate were done. I don' t know. I think 

it was before that but I don't know the schedule. 
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This Strategic Transformation plan is not 

something that I wrote. 

Q If you would refer to the Executive Summary 

that's attached to GCA Cross-Examination Exhibit 1, 

shows the volume forecast scenarios were dated August 

2005. Do you see that? 

A I don't see the date August 2005. 

Q Look at the very - -  

A Oh, I see. August 2005. I do see it, y e s .  

Q Do you know whether the graphs that are 

shown on page eight of GCA Cross-Examination Exhibit i 

reflect the information as you provided it to the 

Postal Service? 

A I assume so, although I was not the sole 

provider of that information. But I assume it is the 

same picture or the same data. BLlt I don' t know. I 

haven't checked. There are no actual numbers there to 

verify. They look the same. 

Q I t  appears from eyeballing it that you 

project a decline of first class mail volume from 

about 98 billion pieces in 2005 to about 90 billion 

pieces in 2010. Is that correct? 

A That is the baseline projection. That's not 

actually my projection. I did not make that 

projection. 
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Q All right. 

The baseline projection is the projection 

that you believe is the most reasonable projection, is 

that right? 

A Yes. 

Q Is it correct to say that the rate of 

decline in first class mail is relatively constant? 

A Are you speaking historically or - -  

Q Over the period 2 0 0 5 - 2 0 1 0 .  

A Depending on what you mean by relatively 

constant, I suppose so, yes. It's not a perfectly 

straight line so it's not exactly constant. 

Q For forecasting purposes you wouldn't s i ~ , p ; : ~  

do a straight line trend out to 2015 of this baseline 

projection, is that right? 

A No, I don't think t.hat would be the best '&a:; 

to do it, no. 

Q In Cross-Examination Exhibit GCA-1,  you d o  

show a projected baseline forecast through the year 

2014, is that right? 

A I ' m  sorry. The response to GCA-1 - -  

Q I ' m  sorry. GCA Cross-Examination Exhibit 1. 

It's your response - -  

A This document, this rather large document? 

Q Yes. 
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A I believe it does have forecasts out to, 

yes, it may have forecasts in the appendix somewhere 

out further into the future. Yes? 

Q Yes. 

A I believe it does. 

Q Did you prepare that forecast? 

A I did not prepare the baseline forecast. I 

worked on the creation of the scenarios about the 

baseline forecast, but I was not the sole preparer. 

Q Who else? And by who else I mean what other 

types of persons were involved in the preparation of 

the document? 

A People, humans. 

(Laughter) . 

A I really am trying to recall. It was within 

the work at RCF. Myself, Mr. Thress, others there. 

Dr. Tolley. I presume that there was at least some 

back and forth conversations at some point with the 

Postal Service but I don't recall exactly who did 

what, how and when, if that's your question. 

Q Do you believe the projections here are 

reasonable projections of what they purport to be? 

A Yes. 

Q If you could look at page 26 of GCA Cross- 

Examination Exhibit 1, - -  
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MR. KOETTING: Just to clear things up a 

bit, if I may. I believe you're referring to page 2 

of the attachment to the response of Witness Bernstein 

to GCA Question 8 as opposed to the materials from the 

Strategic Transformation Plan itself, which are the 

cross-examination exhibits. 

MR. HORWOOD: Thank you very much for the 

correction, Mr. Koetting. 

BY MR. HORWOOD: 

Q Looking at the second paragraph, the second 

sentence, it says that the pessimistic forecast also 

projects greater losses to competitors due to more 

aggressive pricing and market behavior on their part. 

Do you see that? 

A Yes. 

Q Does that indicate there is a level of price 

elasticity with respect to electronic diversion? 

A Actually that section there refers to the 

market for priority mail, expr=.ss mail, parcel post 

where the baseline forecast assumes a certain future 

level of rates €or the competitors and the scenarios 

assume different projected rates. So it is not 

actually, that statement does not actually refer to 

the issue of electronic diversion. 

Q When you look at the second page of your 
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response, a-f, on the second paragraph you say that 

"competition between internet provides," I guess that 

should be providers, "could intensify, access ra tes  

could fall, and adoption levels would in turn be 

greater than projected in baseline." 

A Yes. 

Q Does that suggest that price is going to be 

a factor in - -  

A Price of what? Of the internet? 

Q Price of electronic substitutes, yeah. 

A It could be a factor, yes. If broadband 

became free, for example, that would probably lead to 

more broadband and have effects. 

Q In your testimony and some of your responses 

to data requests you separate broadband from internet, 

is that right? 

A I'm a little confused by that. 

Q You distinguish between broadband use and 

internet use. 

A Yes. Broadband is a subset of internet use. 

Q Is it a meaningful subset? 

A I think so. I think the difference between 

broadband and dial-up is a meaningful difference. 

Q Do you believe that i€ all we had was dial- 

up there would be less susceptibility of electronic 
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diversion than you'd have with broadband? 

A I think so, yes. 

Q You expect broadband use to increase in the 

future? 

A Yes. 

Q Do you expect it to increase significantly 

in the future? 

A What do you mean by significantly? It's 

grown a lot. It's growing. Most of the growth in the 

internet is happening in broadband, people shifting 

away from dial-up. I'm not sure how to say 

significantly. 

Q Is broadband becoming available more widely 

than it has in the past? 

A It's a continuation of what's been happening 

which is shown in various places but also in my 

testimony that the number of broadband subscribers is 

growing and growing and will continue to grow. 

Obviously at some point, perhaps far into 

the future, it will stop growing. 

Q 

service? 

A 

Q 

A 

Is there competitiox for providing broadband 

Yes. 

Is that increasing? 

It's probably a market by market thing 
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because of the local aspects of it, but it is 

continuing to increase. 

Q What would you include within broadband? 

A What kind of - -  

Q DSL. 

A DSL and cable, then there’s, I imagine N i - F i  

would be considered broadband and these things called 

T-l which I‘m not very familiar with. It’s faster 

internet than you get with diai-up. 

Q Are you familiar with broadband over power 

lines? 

A I‘m familiar that that’s being, I don’t k n w  

how much of that is actually done but I know that it’s 

being talked about being done. Utility companies want 

to get in on it, I suppose. 

Q Would you expect that a person who shifted 

from dial-up to broadband to us? the internet more 

intensively than he or she had before? 

A I would expect that. 

MR. HORWOOD: Thank you. I have no further 

questions. 

I guess at this point I‘d like to move into 

evidence GCA Cross-Examination Exhibit 1. 

CHAIRMAN OMAS: Without objection. 

MR. KOETTING: Mr. Chairman, the Postal 
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Service would object. There wds some discussion of 

pages seven and eight on the document, however there 

was no discussion whatsoever nor is there any 

connection with Mr. Bernstein's testimony of pages 11, 

15 and 16 of the cross-examination exhibit and 

therefore the Postal Service would oblect to those 

pages being entered into evidence. 

CHAIRMAN OMAS: Mr. Horwood? 

MR. HORWOOD: I would be willing to exclude 

those pages 

CHAIRMAN OMAS: All right, we will exclude 

those pages from the record.  Thank you 

(The document referred to 

having been previously marked 

for I.dcntification as GCA 

Cross-Examination Exhibit 1, 

was received in evidence.) 

CHAIRMAN OMAS: Is there any other person 

who wishes to cross-examine Witness Bernsteir.? 

(No audible response.) 

CHAIRMAN OMAS: There being none, Mr. 

Koetting, would you like some time with your witness? 

MR. KOETTING: Three minutes, Mr. Chairman. 

CHAIRMAN OMAS: Yes, sir. 

(Whereupon, a brief recess was taken.) 
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CHAIRMAN OMAS: Mr. Koetting? 

MR. KOETTING: We have no redirect, Mr. 

Chairman. 

CHAIRMAN OMAS: Thank you. 

Mr. Bernstein, that completes your testimony 

here today. We appreciate your appearance and your 

contribution to our record and you are now excused. 

THE WITNESS: Thank you. 

CHAIRMAN OMAS: Thank you. 

This concludes today's hearings. We will 

reconvene tomorrow morning at 9 : 3 0  a.m. when we will 

receive testimony from Postal Service Witnesses Loesch 

and Tang. 

Thank you, and have a good afternoon. 

(Whereupon, at 1:lO p.m. the hearing was 

adjourned to reconvene at 9 : 3 0  a.m. on Thursday, 

August 10, 2006.) 
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